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PREFACE 


I have attempted in this book a fairly complete introduction 
to the principles and practice of banking. The book is 
intended primarily as a text-book for B. Com. students. 
I do not know of any single book on ‘ Banking ’ which 
adequately satisfies the requirements of the B. Com. syllabus 
of most Indian universities. This syllabus is fairly wide 
and usually covers not only the general principles of banking, 
but also Indian banking and the money market of India 
and the monetary systems of important foreign countries as 
well as banking law and practice. Another handicap for 
Indian students which I have noticed while lecturing to 
them in the B. Com. classes is the absence of a text-book 
which illustrates banking theory or practice by reference to 
Indian conditions. Practically all our text-books are either 
British or American, and they naturally refer for illustration 
of any point to conditions in Britain or the U. S. A. In 
this book, I have attempted to explain banking theory and 
practice by reference to Indian conditions as well. 

This book is divided into four parts, namely, general 
banking principles, the monetary systems of the U. K., the 
U. S. A., France and Germany, Indian banking and the 
money market of India, and banking practice and law. 

I have thus covered a very wide range of subjects in a short 
compass, and this has of necessity involved a considerable 
amount of compression. This, I hope, will not detract 
from the value of this study as a general exposition of the 
principles and practice of banking. I should also like to 
emphasize that this book, as its title implies, provides only 
an introduction to the subject, and readers should follow up 
their study by reference to standard works on the various 
subjects dealt with in this book. 
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PR HI ACE 


1 his book is i >sc ntially one of exposition and not of 
research. In writing it, I have freely consulted and borrowed 
ideas from existing literature on the subject. For the 
convenience of readers, J have added at the end of the book 
a short bibliography. 

Although primarily meant for B. Com. students, this book 
will, 1 hope, be found useful for students preparing them¬ 
selves for the Indian Institute of Bankers’ examination as 
well as for the general reader. 


B. C. G. 
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PART I 


general banking principles 



CHAPTER I 
MONEY AND BANKING 

Money and banking, observes Professor Marshall, is the 
‘ centre around which all economic science clusters In 
truth, it need hardly be emphasized that the efficient working 
of the economic mechanism is impossible in the absence of 
satisfactory monetary arrangements. 

In any -economic system, money subserves two principal 
functions—the function of acting as a medium of exchange 
and the function of acting as a standard of value or, as is 
sometimes stated, as a common denominator of value. 
There is yet another function of money, namely, that of 
acting as a store of value ; and this function may at times 
become of great importance. 

A common denominator of value or an instrument of 
comparison is essential in a modern society in view of the 
great variety of products and services that is offered in the 
market for sale, and which competes for the attention of the 
consumers as a whole. It would be impossible, given the 
complexity of the productive processes of modern societies 
and the multitude of choices open to individuals, to compare 
alternatives, unless comparison were made easy. Money 
provides such a method of comparison. It is necessary, 
further, that there should be something which has a physical 
embodiment, that is, a medium of exchange, so that it can 
pass from hand to hand in exchange for goods and services. 
The common denominator thus physically embodied is known 
as currency. 

Every modern community must provide its citizens with 
an adequate supply of media of payment. This may be 
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done through the issue of token coins and paper money or 
notes. The issuing authority may be the government, the 
central bank or some other institution. In most countries, 
token coins are issued by the governments and currency 
notes by central banks. There is, however, no uniformity 
of practice in all countries and the conditions governing the 
issue of notes vary in different countries. 

The provision of currency solely in the shape of coins 
and notes can no longer meet the monetary’ requirements of 
modern society. Coins and notes have been supplemented 
by the employment of the cheque or instruments analogous 
to it. Such instruments can be drawn only on financial 
institutions of the nature of banks and on condition that the 
drawer has a right to draw, which usually means the possess¬ 
ion of a bank balance subject to cheque. Such a balance 
can be obtained either by saving out of income or by a loan 
from the bank itself. 

There is thus an intimate association between the banking 
system and the monetary mechanism. In certain countries, 
the banking system provides part of the ordinary circulating 
medium in the shape of bank notes. Historically the right 
of note issue and the practice of banking were intimately 
linked together. In modern times, when notes are issued 
by banks at all, they are the concern of a particular type 
of bank known as the central bank. The right of issuing 
notes is no longer regarded as part of the specific functions 

of the commercial banking system. 

The real functions of the commercial banking system begin 
with the facilities it offers to the public for the safe custody 
of its money. When an individual’s current income is larger 
than his current expenditure, he has a cash balance, the 
safeguarding of which becomes an important problem. The 
larger the cash balances, whether of individuals, corpora- 
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tions or public agencies, the more acute is this problem. 
Banks and financial institutions relieve the public of great 
anxiety by receiving such balances for safe custody 
withdrawable on demand or on conditions mutually agreed 
upon. In the seventeenth century in England, when the 
goldsmiths functioned as bankers, they used to charge a 
commission for the safe custody of money deposited with 
them by customers. But experience soon showed that only 
a small proportion of the funds so deposited was required 
'to meet current withdrawals. The balance of the funds 
could be lent out at interest. As this proved a profitable 
business, the more enterprising among the goldsmiths began 
to offer interest as an inducement for depositing money 
with them. The interest so offered was, of course, lower than 
the rate charged for loans. It is on the same principle that ' 
banks are able to pay interest on money deposited with 
them. Experience has shown that under normal conditions, 
when there is no reason to distrust the monetary policy of 
the country or the soundness of its banking administration, 
only a small proportion of the deposits placed with banks is 
liable to be withdrawn. The banker is therefore in a position 
to advance a large proportion of the funds entrusted to him 
to those who can pay for the temporary use of this money. 

This ability to loan a considerable portion of the funds 
entrusted to bankers by their depositors invests these 
institutions with a peculiar trait of far-reaching significance 
in the economic system. As Savers 1 observes, ‘ banks are ^ 
not merely purveyors of money, but also, in an important 
sense, manufacturers of money '. As manufacturers of 
money, banks naturally influence the volume of purchasing 
power in the hands of the public, and therefore the price 
level. 


1 Modern Banking, p. i. 
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Let us examine for a moment the way in which a bank is 
enabled to manufacture money. It has already been 
explained that a banker need not keep in his vaults all the 
cash that he receives on deposit, but is able to loan a 
considerable portion of it. When a borrower has convinced 
his banker of his credit-worthiness and has persuaded the 
banker to lend him, say, one thousand rupees, either of two 
things may happen. He may take out the proceeds of his 
loan in cash, in which case the banker’s total deposit will 
remain the same, while cash assets will decline and other ‘ 
assets will increase. The banker will have changed a cash 
for a non-cash asset. Alternatively, instead of taking out 
the loan in cash, the borrower may leave the amount in 
deposit with the banker. This would swell the bank’s 
deposits as a whole, leave its cash unaffected, and add to 
the non-cash assets an amount equal to the amount of the 
loan. The same consequence would follow if, instead of 
granting a loan, the bank were to purchase securities with 
its own money. The seller would receive a cheque from the 
bank in payment of the securities, and might either draw 
out cash or leave the proceeds of the cheque in deposit with 
the bank. When the borrower of a loan or seller of securities 
does not draw out cash from the bank, but leaves the pro¬ 
ceeds in deposit with the bank, he helps to swell its deposits. 
This is what is understood by the old banking maxim: 

‘ loans create deposits '. In fact, the large increase 
in banking deposits in this or any other country in recent 
times is mainly the result of loans granted and securities 
purchased by banks. 

Although bank loans may, and in fact do, help to expand 
deposits, it should not be supposed that banks are unfettered 
in their powers of increasing the total of bank deposits, 
that is, in ‘ creating credit It is obvious that the money 
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a bank ‘ creates ’ or 4 manufactures ' is its liability. It is 
liable to pay it in cash. The banker’s ability to ‘ create ’ 
money depends upon the fact that he is not called upon to 
meet all his liabilities in cash. But his depositors will 
require some amount of cash, which he will have to pay out. 
The public requires a certain amount of hard cash for its 
daily transactions, which it will draw from banks. Thus, 
the banks are obliged to keep themselves supplied with a 
certain proportion of the cash entrusted to them by their 
depositors in order to be able to meet their demand for cash. 
The cash reserve that they have to maintain, whatever may 
be its size, thus imposes a limitation on their power to 
create ' money at will. The nature of the limitation will 
naturally depend upon the magnitude of the cash reserve 
that they consider it safe and prudent to maintain. In Great 
Britain, foi**example, experience has shown that banks should 
not let their cash reserve fall below 9 or 10 per cent of 
their total deposits. In India, a larger cash reserve should 
be considered necessary inasmuch as the cheque habit is not 
so developed in this country as in Great Britain. Indian 
banks in fact maintain a cash of between 10 and 15 per cent. 
If, again, the public in any country holds a larger proportion 
of available cash in its own hands, the amount of cash that 
will find its way to the banks will be smaller with the result 
that the banks’ ability to expand credit will be correspond¬ 
ingly reduced. Thus, the total bank deposits may be said 
to depend on three things, namely: 

the, total amount of cash in the country, 

(&)dhe amount of cash which the public wishes to 
^ hold, 

(<the minimum percentage of cash to deposits which 
the banks consider safe. 

There is yet another limitation on the banker’s power to 
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create ' credit, the availability of sound assets. The 
banker does not create money out of thin air. He merely 
exchanges his I. O. U.’s in the shape of bank deposits with 
a right to draw cheques for certain forms of assets, for 
example, securities, buildings or bills of exchange. Even 
when a loan is granted without any tangible security, for 
example, against the personal security of the borrower, it is 
the earning capacity of the borrower, which is a form of 
wealth, that constitutes the security. Thus, what the banker 
does is to transmute other forms of wealth into monev. The 
banker ‘ takes the immobile wealth as his asset and gives 
his I. O. U. (which is money) in exchange. This is the 
very essence of the banker’s business M . 

It is, however, often contended that banks do not create 
money. They simply lend money entrusted to them by 
their depositors. Bankers argue that even if a bank granting 
a loan of Ks 1,000/- has to maintain a cash reserve of 
only Rs 100/- or Rs 150/-, it will be losing cash to other 
banks in the locality in view of the fact that cheques drawn 
upon it in respect of the loan granted will in all probability 
be deposited with these other banks. But this argument 
overlooks two facts: one theoretical and the other practical. 
In the first place, if the bank granting a loan loses cash to 
■ other banks, these other banks will have their cash increased. 
This will enable them to increase their deposits, that is, to 
create credit, and our original bank will in all probability 
receive some portion of the cash it lost to the other banks. 
Further, if the extra cash of Rs 100/- or Rs 150/- on the 
basis of which our original bank expanded its deposit by 
Rs 1,000/-, has come from outside the banking system, 
for example, by the importation of gold, there will be 
additional cash to the value of this amount in the banking 

1 Crowther: An Outline of Money, p. 47 . 
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system, and the process of deposit expansion will continue 
until Rs i.ooo worth of extra deposit has been created. 
In the second place it is an actual fact that the deposits 
of banks are many times their cash reserves. Thus, on June 
27, 1941, the deposit and time liabilities, that is, the total 
deposit of all scheduled banks in India and Burma amounted 
to Rs 251,70 lakhs while their cash in hand amounted to 
Rs 11,02 lakhs and the balances with the Reserve Bank 
of India to Rs 20,30 lakhs ; that is, the total cash reserve 
added up to Rs 31,32 Jakhs. Thus, the total deposits of| 
these banks as on this date were over eight times their cash/ 
reserves. There can, therefore, be no doubt that bank^y 
can and do create money. But there is a practical limit set' 
upon their power to do so by the amount of cash available, 
and the proportion they have to maintain as a reserve. 



CHAPTER II 

TYPES AND CLASSES OF BANKS 

DIFFICULTIES OF CLASSIFICATION 

A classification of financial institutions presents many 
difficulties. For one thing, there can be no uniform classi¬ 
fication of such institutions applicable to all countries. 
Economic conditions, and therefore financial needs, differ 
from country to country. Financial organizations, which are 
conditioned by the general economic structure of the country 
concerned must also vary' from one country to another. For 
another, the grouping and content of financial institutions 
within the same country is undergoing rapid changes from 
time to time. There is often an extension in the range of 
activities of financial organizations. Thus large banks today 
may sometimes be appropriately described as * department 
stores of finance ’ inasmuch as they engage in different 
combinations or classes of banking business. If, therefore, 
a simple classification of banking institutions according to 
function is attempted, it should be borne in mind that it 
may not strictly conform to realities. In actual practice, 
a bank may engage in one or more of these functions. 
Nevertheless, a functional classification of banking organi¬ 
zations will help an understanding of their nature. Moreover, 
what is being attempted is a grouping based on function, 
rather than on structure ; that is, what is done rather than 
who does it. 

Commercial and Investment or Industrial Banking 

The main purpose of a financial system is to accumulate 
and utilize to the best advantage the community's savings. 
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On the one hand, it is a mechanism for the pooling of the 
savings of the community. On the other, it is a mechanism 
for supplying the financial needs of modern business. These 
needs may be for a shorter or a longer period. Correspond¬ 
ing to this distinction in time in regard to capital requirement 
of modern business arises the most important division of 
banking institutions into commercial and investment or 
industrial banks to provide for the short-period and long- 
period financial needs respectively of modem business. 

Both commercial and investment banks play a distinctive 
role in the productive process. By supplying capital for 
short periods, commercial banks bridge the gap in time that 
often exists between the production of finished goods and 
the payment of their purchase price. Investment banking, 
on the other hand, is concerned with the provision of the 
relatively permanent funds of business undertakings. They 
are thus in a position to influence the directions in which new 
capital should be applied. 

It is interesting to observe that, although commercial 
banks are a permanent and universal feature of the financial 
system in every country, separate investment or industrial 
banks do not exist in all countries. Great Britain, for 
example, possesses no investment banks worth the name. 
Long-term capital needs of industries are raised largely by 
public subscription or are supplied by other institutions such 
as issue houses or finance companies. Japan, however, 
established in 1902 a special institution for the financing 
of industries entitled the Industrial Bank of Japan. Certain 
countries, again, have a system of what is known as mixed 
banking ; that is, the commercial banks also fulfil industrial 
banking functions. Such a practice obtains in Germany, 
Austria, Switzerland and Italy. In these countries, com¬ 
mercial banks also undertake industrial financing. 
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Co-operative and Land-mortgage Banks 

Commercial and investment or industrial banks generally 
supply the financial needs of industries. Their functions are 
fulfilled in the sphere of agriculture by co-operative and 
land-mortgage banks respectively. In some countries, how¬ 
ever, commercial banks supply the short-term financial needs 
of agriculturists as, for example, in the U. S. A., Canada, 
Ireland and other countries. At the same time, specialized 
institutions called co-operative banks have grown up in these 
and other countries to provide for the short-term financial 
requirements of agriculturists to enable them to tide over the 
period intervening between the sowing of crops and the 
receipt of their sale price. Capital required for permanent 
investment such as for the purchase of land, cattle or 
agricultural machinery is furnished by land mortgage- or 
farm mortgage banks. 

Central Banking 

Practically all countries in the world today have an 
institution to which the term ' central bank ’ may properly 
be applied. In its organization and working, a central 
bank, like a commercial bank, may vary from one country 
to another. But the term is used to designate any central 
institution which holds the ultimate banking reserves of a 
country and which, in addition, formulates its policies with 
a view to attaining the maximum benefit from the credit 
structure for society as a whole, rather than with a view to 
profit for its stockholders. In pursuance of this objective, 
a central bank yill have to control commercial banks so as 
to promote the general monetary policy of the state. 
Another fact which distinguishes a central from a commercial 
bank is that the former does not, as the latter does, exist 
to make the maximum of profits for its shareholders. To a 
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central bank, the maintenance of the general economic 

stability of the country rather than profits is the prime 
consideration. 

Savings Banking 

By savings banking, as distinguished from commercial 
banking, is meant the deposit of funds not subject to with¬ 
drawal on demand, but ordinarily payable on notice of 
shorter or longer duration. As savings banks are considered 
to attract the savings of small savers in particular, special 
restrictions exist in most countries for the control of their 
business. Practically all countries possess postal savings 
banks, whose working is subject to some form or other of 
government control. Other types of savings banks exist 
in some countries. America, for example, had what are 
known as the mutual savings banks, which are quasi-mutual 
institutions and non-profit making in character. In Canada, 
apart from postal savings banks, there are Dominion Govern¬ 
ment savings banks. Provincial Government savings -offices 
and Quebec savings banks. 

The distinction between savings and commercial banks 
has been largely blurred today. This is due to the fact 
that commercial banks have been increasingly attracting 
savings deposits. They had naturally looked on with envy 
in the past upon the large funds disposed of by savings 
banks, and desired to obtain a share of this business. They 
have generally succeeded in their object by accepting what 
are called ' fixed deposits ' in Great Britain and ‘ time 
■deposits ' in America. These deposits are often with¬ 
drawable, not on demand, but on notice of longer or shorter 
•duration ; but in some cases, they are also withdrawable by 
means of cheque. When this is so, the distinction between 
savings and commercial banking practically disappears. 
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Types of Banks in India 

In India, there exist all the different classes of banks 
described above. At the apex of the banking structure is 
the Reserve Bank of India, which is a central bank. The 
Reserve Bank was inaugurated in 1935. Before that time, 
there was in India no central banking institution, as the 
term is usually understood. The Imperial Bank of India 
which was constituted by an Act of the Indian legislature, 
was essentially a commercial bank, although it functioned 
as a central bank of a sort. Under the head of commercial 
banks are to be included today the Imperial Bank of India 
and the numerous joint-stock Indian commercial banks. 
There is in the Indian money market another special type 
of bank, which is essentially commercial, but is known 
as the exchange bank. The exchange banks are so called 
because they specialize in foreign exchange business. They 
are all foreign banks, and their main business is, or at least 
was confined to the financing of the foreign trade of this 
country. In recent times, however, there has been some 
change in the business done by the exchange banks. 
Although they are still mainly concerned with financing the 
import and export trade of the country, they have also been 
extending their inland business. At th£ same time, the 
Indian commercial banks, which previously took absolutely 
no part .in the foreign exchange business, have recently 
been developing, although to a negligible extent, this side of 
their business. The old exclusiveness of the exchange 
banks as a specialized type of institution has therefore been 
partially obliterated. 

The Indian commercial banks including the exchange 
banks cater only to the short-period financial requirements 
of trade and industry. There are, however, no specialized 
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institutions for supplying the long-term needs of Indian 
industry’. Long-term capital has to be raised either by public 
subscription or it is furnished by managing agents or 
capitalists themselves. Properly organized industrial or 
investment banks do not exist in this country. In Bengal, 
an institution entitled ‘ The Industrial Credit Syndicate’, was 
established in March, 1937, to provide the long-term capital 
requirement of small and medium-sized industries. Unfor¬ 
tunately, this institution has not proved a success. 

In the sphere of agriculture, money-lenders and co-operative 
credit societies provide the short-term and intermediate 
credit needs of the ryot, while the long-term finance he needs 
is supplied by land mortgage banks. 



CHAPTER III 

FUNCTIONS AND SERVICES OF A BANK 

To describe the functions and services of a bank is to define 
what it is. A general definition of a bank or banking is 

V_/ 

by no means easy, for the theory and practice of 
banking have varied from age to age, and still vary from 
country to country'. We shall not at this stage enter into 
a critical examination of the legal definition of a bank. 
It will suffice for our purpose here to say that a bank, i.e., 
a commercial bank, is a corporation which accepts deposits 
from the public repayable on demand by cheque. 

Main Banking Functions 

The primary function of banking is to receive money 
from the public withdrawable on demand by the depositor. 
This corresponds to the usual arrangement under which 
current accounts are openend and conducted. But, in addi¬ 
tion to receiving money on current accounts, a bank also 
accepts money on what are known as deposit accounts, 
under which the depositor is allowed to withdraw money 

on the expiration of an agreed period of notice. With 

# 

English banks, the customary’ period of such notice is seven 
day's, although large sums are also accepted by them on 
fixed deposit for definite periods of, say, one, two, three 
or six months, the right of withdrawal accruing to the 
customer automatically on the expiry of the agreed period 
of the deposit. Arising out of the function of accepting 
deposits from the public is that cf making advances to 
trustworthy' borrowers for legitimate purposes. These 
advances may take two principal forms. In the first place. 
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they may be made either by granting a loan of a fixed 
amount or an overdraft on a current account up to a certain 
maximum figure. In the second place, they may be allowed 
by discounting bills of exchange and promissory notes. In 
discounting bills and promissory' notes, what the banker 
does is to buy from the holder of the instrument the right 
to receive the payment of the debt as expressed on the 
instrument at its maturity. This he does by giving the 
holder of the instrument its present value, that is, the 
holder receives from the bank the amount promised in the 
instrument, less the interest on that amount at an agreed 
rate for the time which the bill or note has still to run. 

Formerly, there was yet another important function of 
a bank, namely, that of issuing notes. The issue of bank 
notes by a private commercial bank was a very profitable 
business inasmuch as it could meet the demands of depositors 
by the payment of such notes, that is, its mere promises 
to pay, while still retaining the money in which the deposit 
was originally ipade for the purpose of its business. The 
ability to issue notes was, of course, conditioned by the 
credit of the bank among the general public ; for, only if 
the public had sufficient confidence in the stability and 
soundness of the bank would it be willing to accept the 
bank's notes for settling mutual indebtednesses. It was 
found out in course of time, however, that the temptation 
to over-issue was so great that many banks had come to 
grief with disastrous consequences to their depositors. In 
fact, many of the currency troubles which England experi¬ 
enced during the nineteenth century were due to this cause. 
The English Bank Charter Act of 1844 restricted the right 
of note-issue by private banks, and also made provision for 
its gradual extinction. Today, the right of note-issue has 
been taken away from the commercial banks and is vested 

2 



i8 


BANKING PRINCIPLES, PRACTICE AND LAW 


in central banks in practically all countries of the world. 
In India, it is the Reserve Bank of India, our central bank, 
which enjoys the sole power of issuing notes. Prior to the 
establishment of the Reserve Bank of India in 1934 » the 
rieht of note-issue was exercised by the Government of 
India. 

Thus, of the three main functions of a bank, namely, 
deposit discount and issue, the last one has become extinct. 
Deposit and discount, under which is also included loan, 
are today the principal functions of a commercial bank. 
They correspond to the dual role of a banker, namely, that 
of borrowing with one hand and lending with the other. 

Supplementary Banking Functions 
Apart from the primary function of linking up the lender 
and borrower of liquid capital, a modern bank performs 
many other functions of considerable significance and utility 
to its customers and to the community generally. These 
functions were originally undertaken in most cases by the 
banker for the convenience of his clientele, but have in 
turn led to the profit and advantage of the banker himself. 
Some of these functions arise out of, while others are 
extraneous to the* ordinary business of a bank. These sup¬ 
plementary functions may conveniently be grouped under 
two broad heads, namely, 

(i; Agency services, and (2) General Utility services. 

Agency Services 

The services which a bank renders as an agent are mainly 
as follows: 

(a) Collection and payment of cheques, bills and 

promissory notes. 

( b) Execution of standing orders. A customer may 

leave standing instructions with his banker for 
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the payment of sums to various persons or 
institutions by debit to his account. Such 
orders are usually given in respect of payment 
of insurance premiums, subscriptions to clubs 
and societies, and similar payments of a 
regularly recurring nature. The bank may 

charge a small commission for the rendering 
of such services. 


(r) Collection of dividends or interest on stocks and 
shares. The customer may instruct the issuer 
of securities that he may hold to pay the 
interest or dividend that may be declared on 
them to his own bank. He will thus avoid 
the trouble of endorsing and paying in such 
dividend warrants. The banker usually levies 
\a very small charge for the collection of divi¬ 
dend and interest on behalf of his customer. 


(cl) Purchase and sale of securities. Although it is 
not the usual practice for a bank to advise its 
customer regarding investments, it will furnish 
him with such particulars as may be obtained 
from a recognized stock-broker. It will, how¬ 
ever, undertake to purchase or sell stocks or 
shares on behalf of its customers. It does not 
levy any charge on the customer for this 
service, but shares with the stock-broker 
the commission the latter is entitled to receive. 


\ e ) Transfer of funds from one bank or branch to 
another. By arrangement, a customer can 
also draw cheques on a particular office of a 
bank and have them cashed at other offices 
or agencies. 


Cvc C 
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(/) Acting as trustee or executor. The administration 
of a will or of a settlement requires specialized 
knowledge and a modern bank is willing, for 
a small fee, to undertake such complicated 
duties on behalf of such of its customers as 
may desire to nominate it in such capacities. 

(g) Acting as agent, correspondent or representative 
of his customers, and of other banks and 
financial houses at home or abroad. 

General Utility Services 

A modern bank performs many general utility or 
miscellaneous services. Of these, the important ones are: 

(a) The issue of personal and commercial letters of 

credit. These enable the customer to profit 
by the superior credit of the bank. Ihus, 
money can be promptly paid out to a customer 
or to his agent, and bills drawn by his creditor 
can be accepted by the bank or any of its 
branches, agencies or correspondents. 

(b) The transaction of foreign exchange business. 

This provides the commercial community with 
facilities for its dealings with foreign nationals, 
and is also a profitable business to the banker. 
In assisting foreign trade by discounting foreign 
bills of exchange, a bank has sometimes to 
arrange for the transport, insurance and ware¬ 
housing of goods. A freight and insurance 
department is a common feature of many com¬ 
mercial banks. In most foreign countries, the 
business of foreign exchange is handled by 
ordinary commercial banks. In India, how¬ 
ever, there is a group of specialized institu- 
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tions yknown as exchange banks which handle 
the business of foreign exchange. 

(c) Acceptance of bills of exchange on behaif of 

customers. This is another means whereby the 
banker lends his name to others for a small 
commission, and thus enables the customer to 

. profit by the bank’s superior credit. Thus, 

where a customer has a creditor willing to offer 
him credit but not possessing sufficient know¬ 
ledge of his credit-worthiness, the bank, which 
should know, accepts the bill on behalf of his 
customer and thus enables him to obtain the 
desired credit. 

(d) The safe custody of valuables and securities. A 

bank undertakes the safe custody of valuables 
and important documents against theft and fire. 
They are kept in specially constructed strong 
rooms, and the bank acts as a bailee of the 
goods entrusted to its keeping. 

(e) Acting as a referee as to the respectability and 

financial standing of his customers. This is a 
very valuable service to businessmen for it 
enables them to obtain reliable and speedy 
information, about the general standing of 
people with whom they have business transac¬ 
tions with a view to avoid incurring any loss 
through giving credit to persons of' little or no 
financial worth. This information should be 
collected by a banker with great care, and is 
supplied in utmost secrecy. 

(/) Supplying trade information and statistics. Many 
of the big banks in advanced countries possess 
a separate information and statistical depart- 
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ment. This department collects trade and 
business information and statistics from the 
bank's various branches and agencies, both at 
home and abroad. Such information is placed 
at the disposal of its customers. Sometimes 
the bank publishes a monthly review which 
contains economic and financial information 
and statistics of great utility to the commercial 
community. 

It will thus be seen that a bank renders many valuable 
services to the public as well as to the trade and industry 
of a country. Its most important service is that it pools 
together the scattered savings of a community and makes 
them available to those who need funds for productive 
purposes. The ease with which money can be obtained 
from banks by businessmen acts as a stimulus to productive 
enterprise. They are also benefited by the advice and 
information which banks are always ready to place at their 
disposal. By the choice they exercise as to the persons who 
will be offered financial assistance and accommodation, banks 
are in a position to influence the directions into which the 
capital of a country wili flow. Further, it has been aptly' 
said that the existence of a sound and competitive banking 
system is in itself an encouragement to saving, thrift and 
economy for even the small investor is made to appreciate 
the facilities of safe investment which a bank provides, and 
is thus imbued with a feeling of security. 

In Gilbart’s words’, bankers act as ' public conservators 
of the commercial virtues ’. In their own interest ‘ they 
encourage the industrious, the prudent, the punctual and 
the honest—while they discountenance the spendthrift and 

1 The History, Principles and Practice of Banking. Vol. I. 
pp. 226-7. 
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the gambler, the liar and the knave. They hold out induce¬ 
ments to uprightness, which are not disregarded by even 
the most abandoned. There is many a man. who would be 
deterred from dishonesty by the frown of a banker, though 
e might care but little for the admonitions of a bishop 
It is therefore no exaggeration to say that a country having 
a sound and efficient banking sj'stem is possessed of one of 
the essential foundations of prosperity. 






CHAPTER IV 
THE BANK STATEMENT 


A bank statement is a balance-sheet that depicts the condition 
of the particular bank at a given moment. It portrays the 
results of the bank’s operations at that time. The balance- 
sheet may also be regarded as indicating the ways in which 
the bank raises its funds and the ways in which it uses them. 

Unfortunately, there is no common, form for the presenta¬ 
tion of a bank s statement. In England, the larger joint- 
stock banks have virtually agreed upon some form for their 
statements. In America, the fact that law enjoins banks 
to submit regular reports in respect of certain items has 
imparted some amount of uniformity to their periodical 
statements. In India, the information that is revealed in 
the balance sheets of banks is presented in diverse forms, 
and consequently a helpful comparative study is rendered 
very difficult. Yet, the nature of banking business is such 
that it is possible to draw up some form of a common 
balance sheet for all banks, although the items mentioned 
may not be of a nature as to offer detailed information 
about the operations of individual banks. 

A common balance-sheet will contain the following main 
items: — 


LIABILITIES 

Capital 

A uthorized 
Subscribed 
Paid-up 
Reserve fund 
Current, deposit and 
other accounts 
Liabilities for accept¬ 
ances, endorsements, 
etc. 


ASSETS 

Cash and balances with other banks 
including the Reserve* Bank 
Money at call and short notice 
Bills discounted and purchased 
Investments 

Loans and advances to customers 
Liabilities of customers for accept¬ 
ances, endorsements, etc. 

Bank premises and other fixed accounts ... 


the bank statement 


25 


In examining this balance-sheet, we shall begin with the 
left hand or liabilities side. This side represents the sources 
from which the banker derives his funds for employment 
in his business as lender of capital. 

Capital. The authorized capital is the maximum amount 
which the bank is permitted to issue under its Memorandum 
of Association. The subscribed capital is what has actually 
been issued and subscribed for. The difference between the 
authorized and the subscribed capital is the margin which 
the banker could obtain by issuing the balance of his 
authorized capital. Paid-up capital represents the amount 
invested in the bank by its share-holders. It is the actual 
cash capital of the bank. It is the general practice for 
banks to issue shares of which only a portion of the nominal 
amount of each share is paid in cash. The balance not 
called up per share or the 'uncalled liability' on each share 
continues to be a liability on each shareholder and is an 
additional margin of safety for depositors and creditors of 
banks. There is no uniform practice among banks with 
regard to the proportion of their unpaid capital to the 
amount paid up. Many banks in this country have called 
up only fifty per cent of the nominal value of their share 
capital. Although the balance of fifty per cent is a reserve 
liability of share-holders, it is generally known that no big 
or established bank calls up its unpaid capial, so that its 
magnitude has ceased to exert any appreciable influence on 
the credit of the bank. Many English banks hold some 
part of their unpaid capital in the form of ' Reserve 
Capital ^ which may be called up by the directors only in 
the event of the liquidation of the bank. 

Reserve Fund .—The Reserve Fund is an accumulation in 
the hands of a bank of sums allocated from its profits over 
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a period of years. It is usually invested in first class secu¬ 
rities. The Reserve Fund should be distinguished from the 
uncalled or reserve liability on subscribed capital, or from 
Reserve Capital ' as explained above. The Reserve 
Fund is not subscribed by the shareholders, but is built up 
from profits. The paid-up capital and the reserve fund 
constitute the working capital of a bank. In the event of 
heavy losses, a bank may draw upon its Reserve Fund. 
The Fund thus operates as an additional safeguard for the 
bank’s customers, but it belongs to the shareholders and 
may be utilized to issue to them shares on bonus terms 
or to equalize dividends from year to year. 

In addition to the published Reserve Fund, many banks 
provide out of profits 'secret reserves’ which are not shown 
in the balance sheet. Such secret reserves lend additional 
safety to the bank’s position. They are generally hidden 
by the undervaluation of assets. For example, the appre¬ 
ciation in the value of the bank’s securities may not be 
taken account of, or premises may be given a value in the 
balance-sheet much below their market price. These 
reserves may be utilized, if necessary, for meeting exceptional 
losses as in times of acute economic depression. 

Current. Deposit and other Accounts .—These items repre¬ 
sent the liabilities of- the bank to its depositors. They are 
the largest single item on the liabilities side. It is in effect 
the bank’s business so to invest these amounts as will enable 
it to earn a fair dividend for its shareholders without in any 
way endangering the safety of the money entrusted to it 
by its depositors. 

The bank receives money on current or deposit -accounts. 
Money deposited in current accounts is withdrawable on 
demand, while money left in deposit accounts is withdraw¬ 
able after the expiry of a fixed period or certain agreed 
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period of notice. The latter corresponds to the ‘ fixed 
deposit ’ accounts of Indian banks. In addition, our banks 
receive money in savings accounts. The sums are either 
returnable after an agreed notice, or withdrawable by cheque 
only once or twice a week, and sometimes a maximum 
figure up to which sums are withdrawable at a time is fixed. 
The ratio between the money left on current and on deposit 
accounts shows considerable variation from time to time. 
In times of depression, the ratio of deposit accounts to 
current accounts generally rises, while the reverse is true 
during periods of prosperity. 

The item ‘other accounts’ includes credit balances in the 
bank’s ledgers, such as balances standing to the credit of 
Unclaimed Dividend or Unclaimed Interest account. 

Liabilities for Acceptances, Endorsements, etc .—This item 
represents the liabilities of the bank in respect of bills of 
exchange it has accepted or endorsed for the accommodation 
of its customers. It also includes the bank's contingent 
liability in respect of confirmed credits, forward exchange 
contracts, guarantees and other engagements entered into 
by the bank on behalf of its customers. All these obliga¬ 
tions the bank has to honour, even though 'its customers 
should fail to recompense the bank for such payments. The 
customers are, however, liable to recoup the bank for such 
payments made or loss incurred therewith, and the total 
amount is ‘offset’ by a corresponding item on the other side 
of the balance-sheet. 

Assets of a Bank 

The right hand side of the Balance Sheet gives a picture 
of how money that is entrusted to a bank by its depositors 
and shareholders is employed. Successful banking depends 
upon the ability of the management to distribute judiciously 
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its funds among the various kinds of investments known 
as assets. A broad division of assets may be made into 
two principal categories, namely, (i) liquid assets such a£ 
cash or other assets easily and readily convertible into cash, 
and («) comparatively less liquid assets such as investments 
in first class securities and in loans and advances to 
customers. 

The assets of a bank are usually arranged in a balance- 
sheet in order of liquidity, the most liquid assets appearing 
first. Thus, the item 'cash’, which is most liquid, comes 
first, while the item ' fixed and permanent fixtures ’, which 
are least easily convertible into cash, appears last in a 
balance-sheet. 

The items on the assets side beginning from ' Cash and 
balances with other banks and Reserve Bank to Loans 
and advances to customers ' will be explained fully in a 
subsequent chapter. At this stage, therefore, we need not 
dilate on these items. 

The item ‘Liabilities of Customers for Acceptances, 
Endorsements, etc.’ is a contra entrv to the similar item 
on the liabilities side. It represents the total dues of the 
bank's customers in respect of obligations which the bank 
has accepted on their behalf. These two items on the assets 
and liabilities sides therefore cancel each other. 

Bank premises and other permanent fixtures represent 
the fixed investments or the least liquid assets of the bank. 
They cannot be easily realized in case of emergency. It is, 
however, the practice of banks to allow for annual depre¬ 
ciation in respect of the value of these items so that, in 
actual fact, the real value of land, buildings and other 
permanent fixtures owned by a bank far exceeds their 
book value. 
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Analysis of the Bank Statement 

In examining the balance-sheet of a bank, the main points 
that need be considered are its profitability, safety and the 
nature of its business. Thus, according to Steiner, 1 this 
analysis considers the following leading features: 

A. Profitableness as indicated by: 

(«) Earnings as shown by dividend record and growth 
of surplus and undivided profits. 

(6) Deposits in relation to stockholders’ investments. 

B. Safety and liquidity, as indicated by: 

(a) Deposits in relation to stockholders’ investments. 

To the latter some add reserves. 

(b) Loans and investments in relation to deposits. 

! (c) Reserve position. 

C. Nature of business, as indicated by: 

(a) Loans in relation to deposits. 

(b) Investments in relation to deposits. 

(c) All other loans in relation to total loans and 

investments. 

No hard and fast rules in regard to these criteria may be 
laid down for all banks. In judging an individual bank, 
what should be considered is how its position with regard 
to the criteria mentioned above compares with that of the 
aggregate position of all banks or of the best banks in the 
locality. Another criterion which should also be considered 
is the average rate of interest paid on deposits, which is 
indicated by the relation of the amount paid out as interest 
to the total deposits of the bank. The lower this rate is, 
the better the bank. Again, the lower the average rate of 
interest earned on its invested funds, the better the bank , 
for if is an indication of the better quality of its assets 
from the standpoint of safety and liquidity. 

1 Money and Banking, p. 260. 
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INVESTMENT POLICY 

* 

Before we examine and elucidate the assets side of a bank’s 
statement, item by item, a few words may be said by way 
of explaining the general investment policy of a commercial 
bank. It is universally recognized that the most important 
problem in banking administration is that of investing its 
deposits and paid-up capital in various forms of earning 
assets. This is also known as the portfolio policy ; the 
bank’s portfolio being nothing but an arranged and digested 
scheme of its assets. 


Elements in Investment Policy 

Thqre is no universal investment policy 'applicable to 
banks. The local situation or the conditions in which a 
bank has to operate, must necessarily have an important 
bearing upon a bank’s portfolio policy. Thus, the nature 
and availability of deposits as well as of assets differ not 
only from country to country, but also from region to region 
within the same country. Conditions in India, for example, 
largely differ from those in England. Neither the cheque 
habit nor the commercial bill habit is so prevalent in India 
as in England. Within a country again, banks in rural 
areas face a problem materially different from that faced 
by banks in urban and industrial areas. In rural areas, 
demand for loans is usually less liquid and less diversified 
as the main occupation of the people is agriculture. All these 
differences naturally have their influence on portfolio policy. 

Apart from such limitations as local conditions impose, 
a bank has some discretion in choosing its assets. Its guid- 
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mg considerations are, however, yield, safety and liquidity. 
In the first place, as a business institution, a commercial 
bank aims at securing maximum profits. In this, it differs 
from a central bank, which even though privately owned, 
seeks to sen e broad national interests. In the second place* 
since the bank’s funds belong mainly to depositors, it cannot 
afford to lose them by assuming large or unnecessary risks 
in its investment policy. In the third place, since most bank 
deposits are withdrawable on demand, it must maintain a 
sufficient degree of liquidity in its assets. Such assets may 
be cash, or other readily realizable assets. 

From the point of view of banking business, these three 
attributes have a close inter-relation. It has been stated 
that as a business, the primary object of banking is to earn 
as much profit as possible for its shareholders. Since, 
however, profits are earned on assets which are obtained by 
exchanging funds left with a bank by its depositors, it is 
essential that a bank must enjoy their fullest confidence. 
This confidence is dependent upon the ability of a bank to 
meet readily the demands for cash made upon it by its 
customers. This ability to offer cash in exchange for bank 
deposits is referred to by bankers as liquidity. 

The concept of liquidity has a twofold significance. On 
the one hand, it means a quality in the assets which enables 
them to be readily realized in cash. This amounts to saying 
that they are easily saleable or readily shiftable to other 
persons or institutions. On the other hand, liquidity also 
signifies that these assets should be convertible without any 
loss. Thus, shfftability and absence of risk of loss are the two- 
essential elements in the concept of liquidity. Its meaning 
can be further clarified by an illustration. Thus long-term 
government securities have a ready market. They can be 
sold easily in the stock market. They are therefore easily 
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shiftable. But there is no certainty that they will fetch 
when they are sold the price at which they were bought. 
The sale price may be higher or lower than the purchase 
price. If it is lower, the bank will suffer a loss, and if higher, 
it will earn a profit on its capital investment. Thus, assets 
in the shape of government securities, although perfectly 
shiftable, are not without risk of loss, unless, of course, the 
banker can wait till the maturity date of the securities when 
the government will redeem them at their face value. Thus, 
government securities cannot be regarded as the ideal form 
of liquid asset. In fact, the only ideally liquid asset is cash. 
An example of an asset which is without any risk of loss but 
not readily shiftable is a loan offered against the personal 
security of a borrower. Here, if the borrower be absolutely 
honest, dependable and wealthy, and if further, the risk of 
his premature death be covered by having an insurance policy 
on his life assigned to the banker, the asset will be absolutely 
safe. But it will not be something which can be easily sold 
in the market. In other words, it will not be readily 
shiftable. 

The idea of shiftability may be examined a little further. 
In normal times, certain types of assets can be easily sold 
in the market. They are highly shiftable. But in abnormal 
times, for example, during a period of acute economic depres¬ 
sion or if there should be a general run on all banks, even such 
assets may not be easily sold. Further, should such assets 
of all banks be simultaneously released in the market, their 
value would slump heavily. In crises like these, the central 
bank of the country comes to the rescue. It provides funds 
for the commercial banks against securities acceptable to it 
and thus helps to allay panic and restore normal conditions. 
But the central bank will lend against or discount only 
certain defined classes of assets known as eligible paper. 
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As the central bank is the lender of the last resort, its eli- 

gibihty rides must have an important bearing on the concept 

°t shiftability of a commercial bank’s assets. ‘ The 

eligibility canons (the rules by which the acceptability of 

assets is determined) of the central banks are therefore of vital 

importance to the liquidity of the commercial banking 
system. n 

• In choosing its assets a bank, as already explained, is 
guided by considerations of profit, safety and liquidity. Of 
these, safety and liquidity are more important than yield.: 
It has been aptly said that more danger exists to a bank from 
striving after profits than from striving after safety. Only 
when safety and liquidity have been adequately ensured can. 
yield be considered. 

Sections of the Portfolio 

A bank's funds are distributed among a variety of assets, 
beginning from the most liquid, cash, down to the least 
liquid, bank premises and other permanent assets. We may 
arrange these assets into the following important classes: 

(a) Primary reserve. This includes cash in vault, 

balances with other banks including the central 
bank, and items in process of clearing or 
collection. 

( b ) Secondary reserve. This includes money at call 

and short notice, and bills discounted or pur¬ 
chased. 

(c) Investments. 

(i d) Loans and advances. These may be or may not 
be secured by collaterals. 

(e) Facilitating or incidental assets. These include the 


1 Sayers: op. cit., p. 216. 
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bank’s building and furniture and fixtures, 
and other real estate. 

(/) Contra items, offsetting corresponding liabilities. 

We shall examine the first four items in the following 

9 

chapter. Items ( e) and (/) have already been explained in 
the last chapter. 

* 

Banking Technique 

Since the principal business of banking is associated with 
the granting of credit, banking technique should be consi¬ 
dered in relation to the provision of credit and the handling 
of items arising out of credit transactions. Its principal aim 
should be to collect information about the financial standing 
and business acumen and integrity of likely borrowers so 
as to' safeguard the bank against losses in its business of 
extending credit, for, to offer loans and advances without 
proper investigation would be to invite possible losses. The 
main function of credit analysis is to reduce all credit risks 
to a minimum. 

It is a commonplace assertion that a bank must ensure 
safety in its investment policy. Yet probably no investment 
is completely devoid of all risk of loss. It is true that 
secured investments are, as a rule, much safer than unsecured 
ones. But even the safety of secured investments is some¬ 
times dependent upon the integrity of the borrower. 
Further, the unsecured assets of a bank are not inconsider¬ 
able, and in these cases credit analysis is of paramount 
importance. In some countries, unsecured loans and 
advances are even preferred, for example, in the U. S. A., 
inasmuch as they are generally required to finance current 
commercial transactions and are therefore more liquid and 
suitable for commercial banks. It may be noted that in 
the U. S. A., about fifty per cent of the loans made by 
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commercial banks is unsecured. In that country, a depart¬ 
ment for credit analysis and investigation is an essential 
adjunct of every good commercial bank. 


Sources of Credit Information 

A commercial bank, like any other commercial or financial 
institution, can utilize various sources of credit informatibn. 
These sources may be classified according to the method of 
obtaining them as (a) internal and (6) external. 1 

The internal sources are: — 

(0 the customers' financial statement ; 

(«) in case of old customers, the past history of the 
borrower as revealed by the bank's records ; 

(Hi) personal calls by the bank's representative upon 
the borrower in order to inspect his place of 
business ; 

(iv) interviews and direct correspondence with the 
borrower. 

The external sources are: — 

(i) other banks ; 

(it) firms with which the borrower has been or is 
doing business ; 

\ (Hi) mercantile agencies—both general and special 

agencies ; 

(iv) credit exchange bureaux ; 

(v) court records, newspapers and printed reports. 

Of all these sources, internal and external, the most 
important is the borrower's financial statement. Financial 
statements should comprise both the balance-sheet, and the 
profit loss account duly certified by a registered accountant. 


1 See Contemporary Banking by Willis, Robey & Chapman, 
Ch. XXII. 
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Whenever possible, financial statements over a number of 
years should be obtained for this will enable the banker 
to judge better the progress made by the business in question. 
The past record of a borrower, if he is not new, will also 
yield valuable information for the assessment of the integrity, 
creditworthiness and the nature of business of the borrower. 

Of the external sources, the most important are the first 
two. Credit information is exchanged by banks among 
themselves in strict confidence. This procedure substantially 
reduces the cost of this work and also enables a bank to find 
out if a customer has been borrowing from more than one 
bank. The services of mercantile agencies can also be utilized 
for supplementing the information collected by a bank from 
other sources. There are two classes of mercantile agencies 
in the U. S. A. There are, in the first place, general agencies, 
for example, Dun and Bradstreet, which offer information of 
a general nature. Secondly, there are special agencies like 
Bishop and Proudfoot, which devote special attention to the 
past records of officers and directors of the concerns under 
investigation. In addition, there are a few agencies speciali¬ 
zing in particular industries, such as the Lumberman's Credit 
Association or Wood's Dry Goods Commercial Agency. No 
such mercantile agencies, however, exist in India. 
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CHAPTER VI 
BANK ASSETS 

CASH 

Cash is the completely liquid form of asset and is held in 
hand by banks to meet the demands of their customers. 
Originally, it meant that which was encaisse, that is, put 
into a chest or till. Today it includes currency held in the 
till of a bank plus its deposits at other banks, including the 
central bank. In recent years, British joint-stock banks 
have no longer shown balances with other banks, excluding, 
of course, balances with the Bank of England, under the 
heading ‘ Cash \ What is usually included under cash 
in the balance-sheets of our commercial banks has been split 
up under two heads in the balance-sheets of British joint- 
stock banks, namely, (a) coin, notes and balances with the 
Bank of England ; (b) balances with, and cheques in course 
of collection on other banks in the U. K., Ireland and other 
countries. In the U. S. A., the item cash in the balance- 
sheets of commercial banks is usually split up under the 
following heads: (a) gold, silver and small coins ; (6) inland 
notes and balances with the Central Bank ; and (c) other 
items of a cash nature. 

Factors Governing Cash Holding 

Cash is an asset which yields no return. As a commercial 
bank aims at increasing its profits as much as possible it 
is but natural that it would like to hold as many earning 
assets as possible, and reduce its cash holding to a minimum. 
Some amount of cash it has to hold in order to be able to 
carry on its business. In the first place, it requires 
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cash to meet the daily demands for withdrawal of deposits 
in lawful money. In the second place, settlements with 
other banks for any negative balance at the clearing house 
have to be made in cash, and here cash includes balances 
with the central bank. In the third place, a bank should 
also be in a position to meet unusual demands for with¬ 
drawal of deposits. Heavy demands for withdrawal of 
deposits can sometimes be reasonably forecast, for example, 
before bank holidays. A bank should have sufficient cash 
holding either in its vaults or with other banks to meet such 
unusual demands. Should, however, demands for with¬ 
drawal of deposits result from causes which cannot be 
reasonably forecast, a bank falls back upon what is called 
its secondary reserve for replenishment of its cash. 

Some other factors which also have their bearing on the 
amount of cash a bank considers it necessary to hold may be 
mentioned. Firstly, it is affected by the habits of the bank's 
clientele as also by the economic condition of the locality. 
Thus, in a community where exchanges are numerous, a 
larger cash holding may be necessary than in a society where 
monetary transactions are less frequent. In the second 
place, the question whether the cheque habit is prevalent or 
not has a very important bearing on the magnitude of the 
cash holding. It should be evident that in a society where 
the banking habit is well-developed and payment by cheque 
prevalent, a bank will have to hold much less cash than in 
a community where these practices are ill-developed. 
Thirdly, the existence of a clearing house diminishes the 
amount of cash that need otherwise have to be held by a 
bank for in the clearing house a large number of cheques 
received by various banks drawn upon one another will be 
set off against each other, and only balances outstanding 
will have to be paid, not necessarily in legal tender cash, 
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but usually by cheques drawn upon their balances with the 
central bank. Fourthly, a bank with a small number of 
depositors with large balances will have to maintain a larger 
cash balance than one with numerous depositors with small 
accounts, for if there are only a few depositors, and especially 
it they belong to the same business, the bank may have to 
meet heavy demands for withdrawal at particular seasons. 
Fifthly, the amount of -cash held by other banks in a 
locality influences the cash holding of any other bank 
operating in the same place. It is popularly believed that 
the higher the ratio of cash to deposits, the sounder the bank. 
If a bank in any place maintains a high cash reserve, other 
banks in the same locality also increase their cash balances 
with a view not to suffer in prestige or popularity. It may 
incidentally be mentioned that a high cash reserve is by 
itself no criterion of the soundness of a bank. The safety 
of a bank depends upon the soundness of its investments as 
a whole. Sixthly, the cash holding of a bank is also influ¬ 
enced by the nature of its other investments. If a bank holds 
a considerable proportion of its deposits in easily realizable 
assets, such as bills, its cash requirements will be less than 
if its other assets are comparatively less liquid. Thus, a 
comparatively higher cash holding may be an indication of 
a less liquid position in respect of other investments. 

The Cash or Reserve Ratio 

The proportion of cash, including balances with other 

banks, to deposits that a bank holds is called the cash or 
reserve ratio. The proportion of deposits to cash or reserves 
may be called the deposit multiple. Thus the cash ratio and 
the deposit multiple are reciprocals of each other. 

The usual cash ratio of commercial banks varies in 
different countries. It is lowest in Britain and the U.S.A. 
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In Britain, it varies between 9 and 10 per cent, and the 
figure for the U. S. A. is about the same. In India and 
France, it is usually between 10 and 20 per cent. The 
comparatively much lower cash ratio in Britain or the 
U. S. A. is due to a very much wider use of the cheque 
system in those countries than in France or India. 

In some countries, commercial banks are obliged by law 
to maintain with the central bank a certain small percentage 
of their deposits as reserve. This is known as the legal or 
statutory reserve. Thus, in the U. S. A., different types of 
member banks of the Federal Reserve System are required 
to keep 7, 10 or 13 per cent of their demand deposits with 
the Federal Reserve Banks of their district. In India, 
scheduled banks have to maintain a reserve equivalent to 2 
and 5 per cent of their demand and time deposits respec¬ 
tively with the Reserve Bank. In countries where the law 
provides for the maintenance of a statutory deposit with the 
central bank, commercial banks usually hold a cash balance 
much higher than what is provided for in the statute. 

Money at Call and Short Notice 

After cash, funds lent to the money market are regarded 
as the most liquid form of asset. They have an advantage 
over cash in that they earn some interest. Loans to the 
money market may be grouped into three broad categories, 
namely, loans to the bill-market consisting of discount houses 
and bill-brokers, loans to stock-brokers and loans between 
banks themselves. In London, money at call and short 
notice is lent mainly to discount houses and bill-brokers 
and only partly to stock-brokers. British banks also lend 
for longer periods to stock-brokers, but these loans are shown 
in their advances. Money lent at call and short notice i 3 
repayable either on demand or at a week or two's notice. 
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its amount is usually about 7 per cent of the bank’s deposits 
This item plays a significant role in the working of the 
London money market which we shall examine in its proper 


In New \ ork, which does not possess a discount market 
comparable to that of London, call loans are usually lent on 
he Stock Exchange. Call loans in the New York money 
market usually mean loans repayable on the demand of 
the lender without previous notice and secured by the 
pledge of investment securities, that is, stocks and bonds 
which are usually dealt in on the New York Stock Exchange. 
The call rate is, of course, determined by the demand and 
supply of funds for this purpose. It is usually above the 
rediscount rate of the Federal Reserve Bank. In London, it 
is much below the Bank rate and is almost equal to the 
London banks' deposit rate. In New York, if a call loan is 
not repaid on the following day, the rate applicable thereafter 
may change from day to day. This future rate is known as 
the ‘ renewal ' rate. In New York, the renewal rate is 
fixed by a committee of the Stock Exchange in consultation 
with leading bankers. 

In India, there is no discount market. Further, loans to the 
Stock Exchanges are not in the nature of call loans, and they 
appear therefore under the heading of loans and advances. 
Call loans in India usually refer to funds lent by banks to 
one another. The call money market, which is confined 
mostly to dealings between banks, is more active in Bombay 
than in Calcutta. Inter-bank call' money is generally 
arranged through brokers, although banks in need of tern-’ 
porary funds may also approach other banks directly. The 
rate of inter-bank call money varies with the state of the 
market. It is usually higher in the busy season than in the 
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slack season. There is a tendency for the rate to decline 
from May or June and then to rise again from November or 
December. The actual rate varies between J per cent and 
i per cent according to the period of the year and the demand 
for call funds in the market. 

Bills Discounted and Purchased 

Bills discounted may be promissory notes, bills of exchange 
or Treasury Bills. In England, promissory notes are rare. 
Bills discounted by British banks consist of international 
trade bills, Treasury Bills and a small volume of inland bills. 
Sometimes a bill bears in addition to the names of the firms 
concerned, the name of a well-known bank or of an accepting 
house. Such a bill is known as a bank bill while other bills 
are known as trade bills. The special characteristic of a 
bank bill is that the bank also guarantees that the bill will 
be paid on the due date. In England, Treasury Bills yield 
about £ per cent, bank bills about the same or a little more, 
and trade bills between. 2 to 2\ per cent. Bills usually amount 
to from 12 to 20 per cent of deposits. Bills discounted, 
money at call and short notice and cash constitute the liquid 
assets of a bank. The liquidity standard of British com¬ 
mercial banks is to maintain a cash ratio of about ten per cent, 
provided, however, that the total liquid assets inclusive 
of cash are between 30 and 33J per cent. If the total liquid 
assets should be lower than this, the cash ratio should be 
higher, and vice versa. 

In the U. S. A., although a considerable proportion of 
the assets of commercial banks consists of promissory notes, 
,with or without security, and trade acceptances, official 
statistics make no distinction between loans and discounts. 
Discounts are shown under ' Loans and Advances '. 

In India, the bills portfolio of commercial banks, parti- 
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cularly of Indian banks, is small. There is no bill market 
m the sense in which a discount market exists in London. 
The exchange banks carry a large portfolio of foreign bills 
of exchange. But Indian banks invest but a comparatively 
small proportion of their deposits in either trade or Treasury 
Bills. The percentage of domestic trade bills discounted by 
Indian scheduled banks to their deposits works out for the 
three years 1935, 1936 and 1937 at 3.2, 5.0, and 5.9 res¬ 
pectively. 


Investments • 

Investments constitute a banker’s fourth line of defence, 
after cash, money at call and short notice, and bills 
discounted. They also yield a higher return than can be 
obtained on these liquid assets, although the return is not as 
high as it is on loans and advances. When the demand 
for loans falls off, the banker invests his funds in gilt-edged 
securities, and when the demand for loans increases, he 
meets it in all probability by realizing his investments. The 
investments of British banks are almost entirely in Govern¬ 
ment securities, with some infusion of other gilt-edged 
securities. In the past, their investments varied between 
14 and 17 per cent of their deposits. But prior to the 
present war, they stood at about 27 per cent. 

The percentage of investments to deposits is much higher 
in the U. S. A. than in England. Thus for 1935, 1936 and 
1937, it was 67.9, 69, and 61.3 respectively. 

The investment portfolio of the Indian commercial banks 
is also considerable. This is largely due to the undeveloped 
state of a bill or a call-money market in this country. 
Investment in gilt-edged or semi-gilt-edged securities is 
therefore regarded as a very liquid type of investment, 
although, from the standpoint of liquidity, it should be 
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remembered that these securities are normally highly shift- 
able but not without risk of loss in respect of capital value. 
In recent years, the percentage of investment of Indian 
scheduled banks excluding the Imperial Bank to their 
deposits has been about 40 per cent. This percentage was 38.9 
and 40 for the years 1939 and 1940 respectively. For the 
Imperial Bank of India, the percentage was 43.3 in 1939 and 
50.6 in 1940. Most of the securities held are gilt-edged. A 
small proportion of these securities consists of Improvement 
Trust, Port Trust or Municipal bonds. Some of the banks 
have also increased their investments in debentures, shares 
and stocks of joint-stock companies, but the total of such 
investments is still very small. 

Loans and Advances 

‘ In the item “ Advances to Customers ', says Walter 
Leaf, ‘ We have reached what is the central portion of the 
activity of a bank. '* Here the banker is brought into direct 
relation with the public, and it is by the way in which he 
lends money entrusted to him by the depositors that his capa¬ 
city and judgement, as well as his usefulness to the commu¬ 
nity are judged. Loans and advances are the most profitable 
item in a bank’s portfolio. As a bank aims at making the 
maximum profit, the banker is always anxious to lend as 
much of his funds as is possible in the shape of loans and 
advances. At the same time, he has to be careful about 
the safety of such advances. ‘ He has to temper liberality 
with caution. If he is too liberal, he may easily impair his 
profits by bad debts, and if he is too timid he may fail to 
obtain an adequate return on the funds which are confided 


1 Banking , p. 104. 
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Loans and advances to customers, although the 

al&o a ^ e ltem V n " tank ' S aSSetS - are the liquid- for 

able /" , VanC ° ° f a l0an ma y nominally be repay¬ 
able on demand, yet it is often difficult to get it repaid at 

s ort notice A trader or business man who has borrowed 

from a bank to purchase, say, additional stocks, cannot be 

,PefjCd to P a y back the debt upon demand. No bank 

should or can, therefore, rely for funds in an emergency on 

a wholesale demand upon its customers to repay their loans. 

On the contrary, if all banks were to do this in a crisis, the 

probability is that such action would still further aggravate 

the national financial difficulties and undermine public 
confidence. 


Loans and advances may take various forms and are 
allowed against varied types of securities. But whatever 
their form or the security offered, they have a common 
characteristic in that they must run for a short period. This 
is a fundamental practice with English banks, which dis¬ 
tinguishes them from continental banks, and it is followed 
by Indian banks as well. In England, the U.S.A., or India, 
it is recognized that it is none of the business of commercial 
banks to supply their customers with long-period or fixed 
capital. Their function is to provide the public with short- 
period or working capital. In assessing any proposal for an 
advance or a loan, the banker has to satisfy himself, firstly, 
as to the period for which the advance is needed, and 
secondly, the prospects of its repayment on the termination 
°f this period. Liquidity should be his prime consideration, 
and he should not be tempted by the soundness of the 


1 op. cit., p. 155. 
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security or the rate of interest offered to impair his judgment 
about the necessary degree of liquidity in his advances. In 
addition, a banker wants to be satisfied about the purpose 
for which an advance is required, as he usually discriminates 
against and discourages speculative advances. 

Advances of British banks have in the past usually 
amounted to about 50 per cent of their deposits, but in 
recent years the percentage has fallen considerably below 
this. This is due to the lack of a sufficient number of safe 
borrowers, with the result that the proportion of investments 
has increased. This is a tendency which is almost a universal 
one, and applicable to commercial banks in almost all 
countries. In the U. S. A., the proportion of loans and 
advances to deposits of commercial banks is between 45 
and 50 per cent. In India, for all scheduled banks excluding 
the Imperial Bank it was 56 per cent in 1939 and 46 per cent 

in 1940. 

As already stated, loans and advances may assume 
different forms and may be offered against different types 
of securities. We shall now explain them by reference to 

Indian practices. 

Forms of Advances 

Advances to customers generally assume one of three 
different forms, namely, loan, cash-credit or overdraft 
account. The last two are operated through the current 
account of the customer, while a loan account is treated as 
a separate one. A loan can be obtained from a bank by 
a person who has no account with it, although in actual 
practice a banker will not entertain a proposal for an advance 
from a person unless he is one of his customers. To operate 
a cash-credit or an overdraft account, a person must have 
a current account with a bank. 
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In their actual operation, an overdraft and a cash-credit 

to C °o7erd are al h kS ' In b ° th CaS6S ’ 1116 CUSt ° mer is allowed 

amount I"’ 3 bank U P to an agreed 

onened ^ ° f 3 l03n ’ 3 se P arate loan account is 

is P deb t d V h l a T Unt ° f l03n sanctioned t0 ‘he customer 
debited to the loan account and either paid to him in 

ca S h or credited to his current account. One great advantage 
of the cash-credit and overdraft accounts, and incidentally 
the reason why they are preferred to a loan account, is 
that while, under these accounts, interest has to be paid 
only on the amount overdrawn at any time and not on the 
tull amount up to which the customer may have been allowed 
to overdraw his account, under the loan account, interest 
as to be paid on the full amount of the loan taken. To 
safeguard the bank against loss that may ensue by its 
customer not overdrawing his account at all under arrange¬ 
ments made under the overdraft or cash-credit accounts, 
although it has to keep funds free for this eventuality in 
terms of the agreement made with him, an interest clause 
is sometimes inserted by which the customer is obliged to 
pay interest to the bank on a certain proportion of the 
amount ^ arranged for, t say one-third or one-fourth, even 

though he may not have overdrawn his account to this 
extent. 

Another difference between a loan account, on the one 
hand, and a cash-credit or an overdraft account, on the other, 
is that the former is generally opened for consumption pur¬ 
poses or for financing the long-period requirements of 
industries against the security of block capital. Loans are 
usually of a longer duration than overdraft or cash-credit 
advances. 

Overdrafts are usually granted against the security of 
stocks and shares, jute and gunny delivery orders, or bullion. 
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Sometimes advances are granted against the borrower’s own 
promissory note with or without a guarantor, but without 
any collateral security. Such advances, however, constitute 
a very small proportion of the total advances granted by 
scheduled banks. Cash credit arrangements are usually 
made against the security of commodities, agricultural or 
manufactured, stored either in recognized warehouses or 
mostly, in view of the dearth of good warehouses, in the 

v 

bank's own godowns. 

Nature of Securities Offered 

Advances may be granted against the personal security of 
the borrower only, that is, against his promissory note. 
Such advances are known as unsecured advances, but they 
are not unsecured in the sense that the bank has nothing to 
fall back upon. The advance is given against the personal 
credit of the borrower and its security depends upon the 
present condition and future prospects of the borrower’s 
business. The banker will call for copies of balance-sheets 
and profit and loss accounts of the business for the past few 
years, or for as many years as are available, certified by a 
reliable accountant. He will have to examine these state¬ 
ments carefully with a view to ascertaining the financial 
condition of the business. In addition he will have to rely 
upon his knowledge of the personal character of the borrower, 
his habits, reputation and capacity. All these are some¬ 
times referred to as,the three C’s, character, capacity and 

capital. 

Where a banker does not consider the personal security 
of the borrower as adequate, and where, further, the latter 
is unable to offer any additional collateral security, the 
banker may ask for a guarantee. A guarantee is an under¬ 
taking given to the banker by a person called the guarantor, 
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to be answerable for the debt of another person, namely, 
the borrower, to the banker upon the default of the borrower. 
The advantage of a guarantee is that it is a convenient form 
of security and can be easily given. Its disadvantages are 
that it may prove unsatisfactory if the contract of guarantee 
is not properly drafted, and that, as a security, it is entirely 
dependent upon the initial and continued solvency of the 
surety. Before accepting the guarantee of any person, the 
banker should make enquiries about the character, capacity 
and financial standing of the guarantor, for what happens 
in the case of a guarantee is that in addition to the personal 
security of the borrower, the banker obtains that of the 
guarantor as well. The banker should also be careful to 
make clear to the proposed surety the nature of the document 
he is expected to sign so that he may not afterwards plead 
that he did not understand its contents. Another point in 
connexion with a guarantee is that it should be a continuing 
guarantee, that is, a security which will continue, although 
the balance of the debtor’s account may fluctuate from time 
to time. A guarantee should therefore expressly state that 
it ' shall be a continuing guarantee ’, as otherwise it might 
be held to cover merely the debt which existed at the time 
the guarantee was given. 

Apart from a personal security or guarantee, tangible 
securities may also be offered for taking a loan from the 
bank. Such securities are also referred to as collateral 
securities or simply collaterals. Collateral securities may 
take various forms, but may be grouped in three broad 
categories, namely, debentures, stocks, shares, bonds, etc.; 
goods and documents of title to goods ; and immovable 
property. We shall examine these different types of 
securities—their value and what a banker has to do—in 
greater detail later on. 

4 



CHAPTER VII 


BANKING STRUCTURE 

In studying the organization of the banking system of a 
country, two questions are important. One is the nature and 
scope of the individual bank’s activities, and the other is 
the structure provided for inter-bank relations. The latter 
problem dealing with how far the banking sysem gravitates 
towards a central banking system, we shall examine in the 
succeeding chapter. We shall deal first with the organiza¬ 
tion of the individual banking institution. This in effect 
involves an examination of the question of unit versus branch 

banking. 

The U. S. A. is the home of the unit banking organization. 
Under this system, the bank’s operations are confined mostly 
to a single office, though a few are allowed to have branches 
within a strictly limited area. Historically, this system is 
the product of the American political philosophy of indivi¬ 
dualism. It is the financial counterpart of the independent 
commercial or industrial enterprise, which for long has been 
the dominant feature of the American economic system. It 
is also partly a result of the traditional fear of a ‘ Money 
Trust', and particularly the suspicion with which the Middle 
and the Far West have regarded the operations of the New 
York financiers. It may be recalled here that during the 
late forties of the last century, a well-developed system of 
branch banking existed in the South and Middle West of 
America. But it came to an end with the Civil War. The 
southern banks were ruined or voluntarily dissolved, while 
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the western banks were reorganized as unit banks under the 
National Bank Act of 1863. The McFadden Act of io 27 
and the Glass-Steagall Banking Act of 1933 have introduced 
certain changes favouring extension of branch banking. 
Branch extension is, however, still subject to various limi¬ 
tations, and these laws do not provide for an extensive 
growth in the number of branches. 

In contrast to the unit banks of the U. S. A., commercial 
banks in most countries are very large institutions with a 
network of branches scattered all over the country. England 
offers the best example of the branch banking organization. 
She has five big joint-stock banks, popularly known as the 
' Big Five '—Lloyds, Barclays, the Midland, the West¬ 
minster, and the National Provincial—with 9,500 branches 
and controlling about three-quarters of the banking resources 
of the country. Canada has ten chartered banks, four of 
which control four-fifths of the banking resources. In 
Germany four joint-stock banks, popularly known as the 
‘ D ' banks—Deutsche, Disconto-Gesellschaft, Dresdner, 

and Darmstaedter National, and in France four commercial 
banks—Credit Lyonnais, Societe Generate, Compton- 

National d'Escompte, and Credit Indusriel et Commercial 
■—control by far the largest proportion of banking resources 
of their countries and hold positions in their respective 
countries comparable to that of the ‘ Big Five ' in 
England. 

India is usually referred to as a country with a unit¬ 
banking system. This description is, however, no longer 
true. In recent years, there has been a spate of branch 
banking development in this country. The number of 
branches and offices of all banks has increased from 322 in 
I9 1 ® to 2074 in 1940, as the following table will show: 
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NUMBER OF BRANCHES AND OFFICES 


1918 

1936 

1940 

Presidency Banks 68 
Exchange Banks 48 
Indian Joint-stock 
Banks with paid- 
up capital and 
reserve of at 

least Re 1 lakh 206 

1 

Reserve Bank ... 8 

Imperial Bank ...163 
Exchange Banks 99 
Indian Joint-stock 
Banks with paid- 
up capital and 
reserve of at least 

Re 1 lakh •••849 

Reserve Bank ... 8 

Imperial Bank ... 390 
Exchange Banks 101 
Indian Joint-stock 
Banks having ca¬ 
pital and reser¬ 
ves of Rs. 50,000 
or over ... 1.575 

322 

1.119 

2,074 


Although branch extension has been on a large scale in 
this country during the last few years, it cannot yet be said 
that banking facilities are adequate in relation to our 
population. This will be borne out by the following facts 
for 1936: 



Population per 
banking office 

Deposits per 
head in shillings 

India . . ••• 

2,76,000 

112 

England and Wales ... , 

3.900 

1164 

U. S. A. 

7.900 

1. 3 i 7 

Germany 

« . • 

212 

France 

20,000 

165 


The first table reveals that in the matter of branch exten¬ 
sion, Indian joint-stock banks have taken the lead. Another 
noteworthy feature of the development of joint-stock banking 
in India is the very large concentration of resources in the 
hands of a few large Indian scheduled banks. The following 
table for the year 1937 will be found instructive in this 
connexion: 
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• c/) 



Number of re 
porting bank: 

Branches 

In 1.000 Rs. 

Paid- 

up 

Capital 

Reserve 

Total 

Deposits 

Cash 

Balances 

% 

All class 'A and 
class 'B' Banks 
Indian Scheduled 
Banks 

The Big Five ... 
The Biggest Two 

| 

152 

1 

3 1 I 

5 

2 

829 

538 

1.53 

68 

8.73.48 

6,72,80 
3.65,02 
2,68,13 

6.27,31 

4-93.91 

3-5U37 

2,41,28 

1,08,65,99 

93.5o.7o 

72,05,90 

47.8 i ,99 

18,12,57 

15.47.07 

11.68,98 

8,31,27 


Class A ’ and Class ‘ B ’ banks are those having a paid- 
up capital and reserve of Rs. ^ lakhs and over, and Re. i 
lakh and over and less than Rs. 5 lakhs respectively. The 
five big Indian joint-stock banks are the Central Bank of 
India, the Bank of India, the Allahabad Bank, the Bank of 
Baroda and the Punjab National Bank. The first two are 
the two biggest Indian joint-stock banks. 

In regard to the concentration of resources in the hands 
of a few Indian joint-stock banks, it should be noted that 
the phenomenon is one of concentration of resources only, 
and not, as in Great Britain, concentration in banking and 
‘Consequently of resources also. As distinct from the deve¬ 
lopment in Great Britain, there has been no large-scale 
process of amalgamation of banks in India. On the 
•contrary, there has been a steady growth in the number of 
banks as well as in the number of their branches. It is also 
noteworthy that, while in Great Britain amalgamation has 
led to the closing down of many inefficient and unprofitable 
branches, in India, on the contrary, there has been a spate 
°f branch expansion by individual banks with the result that 
many places, particularly in the mofussil, have more banking 
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establishments than can be economically and profitably 
maintained. 

The amalgamation movement in Great Britain pro¬ 
voked a good deal of adverse criticism during the 
last Great War. So great was the fear that it might end 
in the formation of a money trust, which would be inimical 
to national interests, that a Treasury committee was appointed 
in March 1918 to examine the whole question. The com¬ 
mittee came to the conclusion that ‘ the possible dangers- 
resulting from further large amalgamations are material 
enough to outweigh the arguments against Government 
interference, and that in view of the exceptional extent to 
which the interests of the whole community depend on 
banking arrangements, some measure of Government control 
is essential ’. The Government also brought forward a bill to 
give effect to the recommendations of the committee but it 
was withdrawn before it became law in view of the fact that 
an agreement was arrived at between the banks and the 
Government to the effect that no further arrangements for 
amalgamation would be entered into without the consent of 
the Treasury. 

Unit and Branch Banking Compared 

Before the development of large-scale business, a unit 
banking system had many advantages and had to its credit 
much good work. In the U. S. A., for example, it fostered 
the rapid growth of the country. Its local control and local 
outlook provided a sympathetic understanding of local needs. 
But it proved helpless before broader forces. The rapid 
development of transport and communications and the 
growth in the size of business establishments created con¬ 
ditions with which a unit banking structure could no longer 
cope. Not only did the unit bank not possess sufficient 



BANKING STRUCTURE 




resources to finance the requirements of big businesses, but 
further, large-scale operations called for credit investigation 
of a kind that a small local bank was unable to make. In 
the second place, as a result of the development of commu¬ 
nications, local banks have lost much of their best business 
to adjacent large centres with consequent adverse effects on 
diversification and liquidity of their assets. Thirdly, earn¬ 
ings have also been affected by relatively higher operating 
expenses and larger losses and depreciation. 

The disadvantages of a unit banking system are usually 
the advantages of a branch banking system. But in com¬ 
paring one with the other, it should be remembered that 
unit banking has the correspondent system, under which unit 
banks may have accounts with other banks in various places, 
and is thereby enabled to enjoy some of the advantages of 
branch banking. 

Branch banking has, generally speaking, the advantages 
and economies of large-scale operation. The advantages are 
those of division of labour. In the first place, branch bank¬ 
ing ensures economy of reserves. We have already men¬ 
tioned that the maintenance of an adequate reserve is 
essential to a banker. A large bank can manage with a 
comparatively lower cash reserve per office, as one office in 
difficulty can draw upon the reserves of other offices. I he 
disadvantage of a unit bank is modified to some extent by 
the existence of the correspondent system. I his means, 
however, that it has to maintain deposits with correspondent 
banks, which yield little or no return. Secondly, concentra¬ 
tion of financial resources in the case of a branch bank 
enables a more rapid mobilization of resources in an 
emergency , as well as a more effective seasonal move¬ 
ment of funds. Such rapid movement of funds has, in the 
third place, the effect of making interest rates tend to 
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uniformity over wide areas. Fourthly, branch banking 
enables risks to be spread geographically. By thus averag¬ 
ing risks, it reduces them, and thus minimizes the danger of 
failure. It may be argued that in times of general trade 
depression, both the unit and the branch banks will suffer 
equally. Since, however, even during periods of general 
depression, capital goods industries are likely to suffer most 
and first, unit banks, if they are localized in such areas, 
will be very adversely affected. In addition to general trade 
depression, particular industries may suffer owing to 
changes in fashion or technique. Unit banks localized in 
such areas may under such conditions have to incur heavy 
losses and even collapse. Thus, even prior to the economic 
crisis of 1929 when boom conditions generally prevailed, 
chronic depression in certain sections of American agricul¬ 
ture was responsible for the failure of many small local banks. 
During the same time, English branch banks were incurring 
heavy losses in the Lancashire cotton industry. They were 
able, however, to make up such losses by profits made else¬ 
where, and had not to suffer any debacle. Fifthly, branch 
banking helps to raise banking standards, for a big bank 
can afford to pay a competent banking staff of experts who 
will be able to understand technical problems and provide 
broad judgement. In the sixth place, the cost of remittance 
business is greatly decreased under a branch banking system. 

A unit bank with correspondents at other places can also 
offer this service, but not at such low cost. Seventhly, 
branch banking ensures economical expenditure and the 
rendering of better services throughout the country. For 
one thing overhead costs will be lower. For another, some 
banks can, if necessary, be run at a loss. Such loss is more 
than made up by profits earned by other branches. 

As against these patent advantages of branch banking. 
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certain problems exist. For example, if a large bank should 
fail on account of incompetent management, widespread 
disaster may follow. Further, proper examination may 
sometimes be rendered difficult owing to the physical size 
and ramifications of some branch banks. Thirdly, under 
the unit banking system, failure of one bank has only the 
effect of eliminating one weak spot. Under the branch 
system, a weak branch may be permitted to continue for 
a long time with possible deleterious effect on the bank as a 
whole. Thus, it is said that the unit bank has to meet its 
obligations, whereas the branch banking system may sacrifice 
liquidity to carry along a bad situation. Incidentally, this 
is an argument in favour of extending branch banking by 
absorbing existing small local banks, rather than by establish¬ 
ing new branches which will compete with existing local 
banks. In the last place, the claim that the unit bank has 
an advantage in that its manager knows local conditions and 
therefore is in a better position to judge which particular 
businessmen are worthy of assistance may be mentioned. 
As against this, it may be argued that such a circumstance 
may also have a contrary effect. The manager of a local 
bank may find it very awkward to refuse a loan to an 
incompetent and dishonest member of a family with whom 
he may be on intimate social terms. The local manager of a 
branch bank, on the contrary, may refuse the loan in such 
a case by putting the whole blame on the head office, 
without the social awkwardness which would arise if he had 
the sole responsibility for the decision. 

The advantages are, therefore, very much in favour of 
the branch banking system. With the growth of large-scale 
business, it is no wonder that the trend of banking deve¬ 
lopment in almost every country is the growth of big banking 
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institutions with a network of branches spread all over the 
country. 

In the U. S. A., this normal development has been held 
in check by legal restrictions. But even in the U. S. A., 
there has been some notable change in the unit banking 
system during the last few years. The development of 
chain and group banking has, for example, linked together 
under one control a number of institutions located at 
different places. By chain banking is meant the ' control 
of a number of banks (each of which retains its own identity, 
capital and personnel), through stock ownership or otherwise 
(such as through interlocking directorates and officers) by 
the same individual or group of individuals who exercise the 
prerogatives of majority stock-holders’. 1 Group^-banking 
is very much like chain-banking. Both operate a number 
of ostensibly independent banks as a more or less cohesive 
unit. In fact, the Federal Reserve Board and the 
Economic Policy Commission have grouped the two together. 
The Controller of Currency has, however, made the 
following distinction: ‘ The principal factor in group¬ 
banking is that each group is centred around a city or 
metropolitan bank through means of a holding company, 
which owns the majority of stock of each bank, thereby 
creating a system of banks more or less integrated in 
management with the central bank of the group.’ 2 Both 
chain and group banking have the object of securing some 
of the advantages of branch banking within the limitations 
imposed by law in the U. S. A. 


1 Steiner: Money and Banking, p. 591. 

2 Quoted by Steiner: op. cit.. p. 593. 
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CENTRAL BANKING 

In the last chapter we examined the nature and scope of an 
individual bank’s activities. We shall now consider the 
structure provided for inter-bank relation. This structure in 
most countries is built upon what is called ‘ the central 
banking system In studying this system, it should be 
borne in mind that there is no standard central bank pattern. 
The American system, for example, differs from that of other 
countries. Again, the economic and market conditions of 
particular countries cause variations in the operations of 
different central banks. ' 

Bearing in mind such possible differences in the organi¬ 
zation and operation of different central banks, it may be 
stated that the principal duty of all central banks is to 
maintain stability of the monetary unit in the best interests 
of the general community. The distinguishing characteristic 
of a central bank is public service,—the maintenance of the 
stability of the natiori’s credit structure and the promotion 
of its best economic interests. This object is also clearly 
stated in the preamble to the Reserve Bank of India Act, 
which says that ‘ it is expedient to constitute a Reserve 
Bank for India to regulate the issue of bank notes and the 
keeping of reserves with a view to secure monetary stability 
in British India, and generally to operate the currency and 
credit system of the country to its advantage '. 

To fulfil this object, a central bank Ts endowed with 
certain special powers. For example, it has usually the sole 
right of note issue ; it is the banker to the government, the 
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custodian of the nation’s reserve and the lender of the last 
resort. But there are also corresponding limitations upon 
its activities directly following from its role as a central bank. 
It must not, in the first place, be actuated by considerations 
of profit, but must serve the collective interests of the 
community. Secondly, it must maintain its assets in the most 
liquid form, for it is the lender of the last resort. Thirdly, 
it should not enter into direct competition with the ordinary 
commercial banks. Such competition would be both unfair 
and undesirable. It would be unfair because, as the central 
bank holds government balances, it could use these funds 
competitively to the detriment of commercial banks. It 
would be undesirable because such competition would rouse 
the hostility of commercial banks and thus render its task 
of controlling the general credit situation difficult. 

The Central Bank and the Government 

Although the central bank is almost universally a 
privately-owned institution, it has to co-operate closely with 
the government. It is the government which is ultimately 
responsible for controlling the monetary system of a country. 
This control is exercised through the Treasury, which is a 
government department. In practice, however, the larger 
aspects of the financial policy of the Treasury are influenced 
by the advice tendered by the central bank. 

The government in a modern state can wield a great 
influence over conditions in the money market. It has, for 
example, great powers over the volume of internal long¬ 
term issues, the volume of external long-term lending and 
the effective short-term rate of interest by means of Treasury 
Bill policy. Where there is an Exchange Equalisation Fund, 
which is usually operated by a department of the Govern¬ 
ment, the state can influence the whole money market in 



CENTRAL BANKING 


6l 


Icconnt f' ayS ' 10 additi ° n ' governmcnt activities probably 
th or 2 5 per cent of the total national economy. All 

anT haVe an im P°rtant bearing upon the currency 

r"n it, pOS ‘ tlon of the country, which in effect is the 
responsibility of the central bank. It is necessary therefore 

that in all these matters the government should turn to the 

bank f ° r advice - In some countries consultation 
' 1 h the central bank by the government is obligatory in 
matters concerning currency and credit ; and in other 
countries constant consultation has become the rule by a 
traditional development. The actual influence that a central 
ank may have depends, of course, largely upon its standing 
and the moral and technical qualities of its authorities. But 
it is a mistake to think that a central bank can by itself 
establish orderly monetary conditions if the government 

carnes on an unwise policy leading to a serious deterioration 
of its own credit. 

The government and the central bank may disagree upon 
questions of policy. Thus the immediate interests of the 
Treasury and the views of the central bank may clash where 
the government wants to borrow money and therefore wishes 
to keep interest rates down, while the central bank may 
consider that general economic conditions demand that 
interest rates should be maintained or raised. Or, the 
government may want to borrow more from the central bank 
than the latter considers desirable. In such cases, the 
government's will must prevail if it cannot be persuaded to 
a gree to the advice tendered by the central bank. 

The following opinion on the relationship between the 
central bank and the government, of the Royal Commission 
°n Money and Banking in Australia is worth quoting: 

Where there is a conflict between the Government's view 
°f what is best in the national interest and the Board’s view* 
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the first essential is a full and frank discussion between the 
two authorities with a view to exploring the whole problem. 
In most cases, this should ensure agreement on policy . . . . 
In cases in which it is clear beyond doubt that differences 
are irreconciable, the Government should give the Bank an 
assurance that it accepts full responsibility for the proposed 
policy and is in a position to take and will take any action 
to implement it. It is then the duty of the Bank to accept 
this assurance and carry out the policy. . . . This does not 
imply that there should at any time be interference by the 
Government in the administration of the Bank.’ 

Functions of Central Banks 

The principal functions of a central bank may be 
enumerated as follows: 

i. To serve as a bank of issue and assume responsibility 
for maintaining currency on a solid and secure footing. To 
this end, the central bank is granted either the sole right of 
note issue or at any rate, a partial monopoly thereof. This 
exclusive privilege is of particular importance on the 
Continent and in countries like India, where the use of 
cheques is not so widespread as in England and America. 
Currency being an important medium of payment in these 
countries, the sole right of note issue is a powerful weapon 
for controlling the monetary supply in the country. It may 
be mentioned, however, that the gold standard and the 
exchange standard systems provide for some method of 
automatic and obligatory issue and redemption of notes. 
Thus, under the gold standard, notes can always be obtained 
against gold and under the exchange standard system against 
some foreign currency. In our country, rupees can always 
be had against sterling or vice versa. But a central bank 
has normally also other methods of issuing or withdrawing 
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notes at its disposal, for example, through rediscounting of 
bills, granting of advances or purchase or sale of securities. 

In the issue of notes, the main requirements are unifor¬ 
mity, elasticity and security. Uniformity is obtained by 
granting the sole right of note issue to the central bank. 
Elasticity is secured by basing the issue of notes partly on 
gold and partly on trade bills, whereby note circulation is 
brought into some relation with the volume of business. 
Security is assured by requiring a minimum cover in gold 
°f, say, 35 or 40 per cent, sometimes inclusive of foreign 
exchange, and the remainder, in government securities, trade 
bills or other commercial paper. 

2. To act as the sole or principal banker and financial 
agent generally of the government. The central bank holds 
on deposit the government’s temporary surplus funds, assists 
government loan floatations, disburses government funds, 
and finances the Treasury at certain times in anticipation of 
heavy tax collections by means of advances or discounts of 
Treasury Bills. The accommodation which the central bank 
may provide to the government to tide the Treasury over 
periods of temporary stringency must be strictly limited in 
scope. For example, it should not exceed a certain pro¬ 
portion of the total budget revenue of the year nor should 
it be granted for a long period. The general rule is that 
advances should be repaid within the budget year, or at the 
outside within three months after the budget year. 

3. To operate as a clearing house for other banks. —The 
central bank usually acts as a clearing house for other banks, 
and settlements are effected by drawing cheques upon it. 

4. To act as a reserve bank and hold a portion of the 
cash reserves of commercial banks, either by law or 
tradition. —The holding of a cash balance with the central 
bank is obligatory in only a few countries. In England, a 
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fairly constant cash reserve of the clearing banks is main¬ 
tained with the Bank of England not by law but according 
to firmly established custom and forms the basis of England s 
domestic credit structure. The holding by commercial banks- 
of minimum cash balances with the central bank was dis¬ 
cussed in the years following the last Great War. No such 
obligation was imposed in the case of central banks estab¬ 
lished in Europe after the War ; but when central banks 
were established in Canada, India, New Zealand and the 
Argentine, certain obligatory minimum cash balances were 

prescribed for the following reasons: 

( a) The maintenance of balances by commercial banks 
with the central bank may serve the purpose of 
strengthening the liquidity of the banking 



system. 

The holding of such balances may be used as a 
basis for influencing the credit conditions of 
the commercial banks ; an increase in the 
banks’ cash resources giving an impetus to 
expansion of credit, and a reduction of those 
resources calling for a restriction ; and the 
percentages prescribed for cash requirements of 
the banks may also be varied from time to 


time. 

(c) Lastly, the introduction of compulsory minimum 
reserves held by the commercial banks may be 
an indirect method of providing the central 
bank with increased liquid resources. 

5. To act as a bankers' bank, to rediscount bills of ex¬ 
change, promissory notes and other commercial paper or grant 
advances against approved securities presented by commercial 
banks.— This is an important function of the central bank. 
By these operations, it may (a) supply credit against domestic 



CENTRAL BANKING 


65 


assets (e.g. home bills) and be ‘ the lender of last resort ’ 
he p mg to ensure the liquidity of the credit system, and 
(b) influence domestic credit conditions inasmuch as the 
official discount rate exercises a certain influence on other 
rates in the market. In most countries the central bank 
deals only with other banks and not directly with the public 
A notable exception is the Bank of France. Although there 
may be no statutory provision in many cases obliging central 
banks to deal with commercial banks only, in practice, 
however, they limit their dealings to banks, or apply to 
banks a lower rate than to other customers. Quite excep¬ 
tional is the Bank of England, which deals not with joint- 
stock banks, but with the discount market. Among eligible 
paper, it is generally held that only first class commercial 
bills with a maximum currency of three months should be 
accepted, but, with certain central banks, an exception has 
been made in respect of agricultural bills, which may be 
accepted with a currenc}' of six or even nine months. The 
Reserve Bank of India, for example, may accept agricultural 
paper with a nine months' maximum currency. The 
‘ paper ’ which is to be accepted as eligible for discounting 
should be of a liquid and self-liquidating character for if the 
resources of a central bank become frozen, its power of 
control over the volume of credit will be seriously restricted. 
For the same reason, the advances of the central bank should 
also be against assets which can be easily liquidated. It 
is only within very narrow limits that a central bank should, 
if at all, grant advances against other assets. The object 
°f a central bank is, not to provide facilities for individual 
firms or for the government, but to increase or restrict its 
discounts and advances according to the requirements of 
the general credit position. This is implied in its function 
as a lender of the last resort. 

5 
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6 . To undertake that it will endeavour to maintain the 
entire credit structure on a sound basis, and control the 
volume of credit.—To this end, the central bank should seek 
to expand or contract the volume of credit in accordance with 
the needs of business and in the interest of national economic 
welfare. The central bank acts as a regulator and stabilizer 
of the monetary supply in the country. It controls both 
currency and credit. . But as bank credit is the most 
important medium of payment in practically all advanced 
countries, credit control constitutes in fact the principal task 
of the central bank. How this is effected we shall examine 
in greater detail in the succeeding chapter. 



CHAPTER IX 

CENTRAL BANKS AND 
CONTROL OF MONETARY SUPPLY 

It is universally recognized that the most important function 
ot a central bank is to control the volume of monetary 
supply in a countiy. It may be questioned why a central 
ank should want to do this, particularly as a reduction in 
monetary supply has a depressing effect and causes unem¬ 
ployment. We have already said that the principal object 
of a central bank is to maintain the integrity of the monetary 
unit of a country and to promote its general economic 
interests. A central bank may, therefore, seek to reduce 
monetary supply to safeguard the gold reserve, to restrict 
an inflationary tendency or to check an incipient boom. 
Generally speaking the main purposes of control are two¬ 
fold: exchange stability and price stability. The two 
purposes may be conflicting and may be impossible of 
pursuit at the same time. It may be stated in broad terms 
that of the two objectives, exchange stability was the more 
important before the last Great War, while the maintenance 
of price stability has gained in importance since then. 

The main constituents of monetary supply are bank notes 
and the deposits of commercial banks. As the central bank 
is usually the sole agency for issuing notes, this medium of 
payment can be directly controlled by it. Where, however, 
there is an automatic process for the issue of notes against 
gold or bullion, the central bank has other methods of 
control at its disposal, for example, open market operations. 
But by far the most important means of payment in modem 
communities is the deposit system of commercial banks. 
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Joint-stock banks can also create deposits by acquiring fresh 
assets. The problem of central banking control is therefore 
essentially one of regulating the bank credit which commercial 
banks can create. We shall study this problem under two 
sets of circumstances, namely, in an advanced country with 
an organized money market like England and America, 
and in a country with no organized money market such as 
India, Canada or Australia. England offers the classical 

example of central banking control. 

As the commercial banks are the principal agency for the 
creation of bank credit, a central bank’s control over the 
volume of monetary supply must be exercised through its 
power of regulating the operations of these banks. Here 
two factors facilitate the work of the central bank. In the 
first place, the commercial banks’ power to create deposits 
depends upon the amount of their cash reserves. Secondly, 
the central bank possesses considerable power over the supply 
of cash. 

By cash, commercial banks usually mean till money and 
balances with the central bank. It consists, therefore, of 
metallic currency, notes and deposits with the central 
bank. Of these, metallic currency is unimportant, and 
bank notes also are, say, in England, very much like small 
change. Commercial banks, however, aim at maintaining 
their till money and deposits with the central bank 
at the lowest, as these are idle assets. But they maintain 
a certain proportion between their cash and deposit liabilities, 
and their deposit liabilities to the public are determined 
largely by their action in acquiring assets. Therefore, 
the extent to which they will be able to expand their deposit 
liabilities to the public will depend upon the magnitude of 
their cash reserves. Thus, as Sayers says, ‘ If the Bank of 
England can determine the volume of Bankers’ Deposits 
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with itself, and can supply whatever volume of notes is 
appropriate to that level of Bankers' Deposits, the Bank of 
England will be controlling the general operations of the 
commercial banks As commercial banks draw out notes 
only to the extent that is necessary to meet customers’ 
demands, the important point in controlling bank credit is 
the power of the central bank over the volume of commercial 
banks balances with itself, which these banks regard as 
equivalent to cash. 

How Cash can be Controlled 

The Bank of England can alter the deposits of com¬ 
mercial banks with it in three ways, namely, (a) purchase 
of Treasury Bills and Government securities in the market 
by the Bank of England ; ( b ) purchase of gold from 

ordinary bullion dealers by the Bank of England ; and 
(c) an excess of payments to the Government over payments 
by the Government., In the first case, purchase of Treasury 
Bills or Government securities means payment by the Bank 
of England to members of the public or other institutions or 
banks. These cheques have the effect of swelling Bankers’ 
Deposits with the Bank of England, while the holding of 
Government securities of the Bank also proportionately 
increases. The increased Bankers’ Deposits mean that 
commercial banks have a larger cash reserve with which 
they can acquire fresh assets, which would create deposits 
and thus increase the supply of money. Purchase of gold 
from ordinary bullion dealers has the same effect as in the 
first case. The third case has the effect of increasing Public 
Deposits at the expense of Bankers' Deposits. As commer¬ 
cial banks’ cash is depleted, they will set about to restore 
their cash position by calling in loans and contracting their 


1 Modern Banking, p. 97- 
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deposit liabilities. The sale of Government securities, or 
of bullion in the market, or the excess of Government 
expenditure over receipts will have consequences in each 
case contrary to what has been described above. 

We have seen that the Bank of England can, if it likes, 
regulate the cash reserves of commercial banks and thus 
the volume of monetary supply. But as it is at the same 
time the lender of the last resort, it can be approached by 
the commercial banks through the discount market to replen¬ 
ish their cash reserves. Thus, it would appear that as a 
lender of the last resort, the Bank of England may nullify 
its action in controlling the cash reserves of commercial 
banks. But there is one very important point in this 
context. When the Bank of England is approached for 
funds by the marked, it means that its rate, that is, the Bank 
rate has become effective, for funds can be had from the 
Bank of England against eligible paper at its published rates 
only. When the discount market approaches the Bank of 
England for funds in view of the fact that commercial banks 
have called back loans given to it, the market is colloquially 
said to be ' in the Bank ’ and the Bank rate policy is said 
to have been effective. When the Bank rate policy is 
effective, it means that the Bank of England has complete 
control over the market. 

Methods of Controlling Credit 

Of the methods available to a central bank for controlling 
credit, the most important are the Bank rate and open 
market operations. Although a rise in the Bank rate is 
intended and often actually leads to a contraction of credit, 
and a fall has the opposite effect, there is no inherent reason 
why this should be so. The question whether there would 
be an expansion or contraction of bank credit depends upon 
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the behaviour of the market rates of interest. If the change 
in the Bank rate does not reflect or anticipate a change in 
market rates of interest due to a change in the supply or 
demand in the loan market, it may have no effect whatsoever 
on the market. The bank rate, therefore, achieves its effect 
mainly through a convention that other rates quoted in the 
money market shall ordinarily be related to it. There is, 
however, the further point that commercial banks are aware 
that the central bank has other weapons at its disposal for 
making its rate effective, and they may therefore agree to 
follow the lead given by the central bank in spite of the 
fact that market conditions may not necessitate such a 
course of action. 

A central bank may conduct open-market operations to 
supplement a Bank rate policy, or even independently with 
a view to regulate credit conditions. By open-market 
operations are meant the purchase and sale of securities by 
the central bank in the open market. Open-market opera¬ 
tions may be of the following various kinds: 

(а) They may be undertaken to make a change in the 

discount rate effective. In countries where the 
operation of joint-stock banks is largely 
dependent on their cash ratio, the enlargement 
or contraction of the cash basis by means of 
open-market operations is a fruitful method pf 
• influencing credit conditions. 

(б) They may be made by monetary authorities to 

offset an inflow or outflow of funds in relation 
• to foreign markets. In England, such opera¬ 
tions were regularly made before the present 
war through the agency of the Exchange 
Equalization Account with a view to counter- 
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balance the influence on the internal credit 
structure of movements of short-term funds and 
also of seasonal variations. 

(c) They may be conducted to offset government 

receipts or expenditure, for it is desirable that 
the Government by its operations, should not 
deprive the market of current funds. Open- 
market operations for this purpose are not 
necessary if the Government keeps its funds 
largely with commercial banks as in the 
U. S. A. 

(d) They may be undertaken not only to make a 

change in the discount rate effective, but also 
to assist in the lowering of long-term rates of 
interest. In England, for example, in 1932 
the expansion of credit was made primarily to 
help business by the cheapening of money, 
but advantage was taken of the subsequent 
decline in long-term rates to carry through the 
big conversion of War Loans. 

We may also mention some other devices which a central 
bank may employ to control credit. They are: 

(1) Moral suasion .—In England, says Coulbom, 1 moral 
suasion has particular reference to the rate and 
destination of investment. The Bank of England 
has great powers to influence overseas issues, and 
the exercise of such powers is motivated by a 
desire to influence the foreign exchanges. In 
so far as the Bank may be able to control new 
issues, it will be in a position to curb an 
incipient boom. In the U. S. A , the Reserve 


1 An Introduction to Money, p. 246. 
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Banks make a more effective use of this weapon 
for restricting credit to individual member banks, 
which, . in their opinion, have been unduly 
expanding credit. This has been made possible 
by recent legislation which has added a further 
objective to their lending policy, namely, ‘ main¬ 
tenance of sound credit conditions ', under which 
loans may be refused to any bank which is 
making an undue use of bank credit ‘ for the 
speculative carrying of or trading in securities, 
real estate or commodities, or for any other 
purpose inconsistent with maintenance of sound 
credit conditions 

(2) Alteration of cash ratios .—This device is particularly 
useful in countries where commercial banks have 
to maintain statutory deposits with the central 
bank, and where, further, the latter is given 
power to alter the proportion of deposits that 
have to be maintained with it. It has been used, 
for example, in the U. S. A., not with a view 
to altering the volume of credit at once, but to 
absorbing member banks' excess reserves which 
threaten inflation. In England, joint-stock banks 
voluntarily maintain between 4 and 5 per cent 
of their deposits with the Bank of England. If 
these reserves were made legally binding and the 
\ Bank were also given authority to alter this 
percentage, the Bank would be invested with a 
powerful means of control over joint-stock banks. 

It may be mentioned that the Macmillan Com¬ 
mittee expressed the opinion that statutory 
embodiment was unnecessary, but that the Bank 
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should represent to the joint-stock banks the 
cash percentage it thought appropriate, and that 
these banks should alter their cash ratios 
accordingly. The alteration of cash ratios, it is 
claimed, will have an effect even superior to 
open-market operations, inasmuch as it will affect 
all parts of the credit structure, short and long¬ 
term securities, bills, advances etc., whereas open- 
market operations fall with disproportionate 
incidence upon short-term securities, since these 
operations are by custom limited to this market. 

(3) Publicity .—In England, the Macmillan Committee 
recommended a greater degree ot co-operation 
and mutual consultation with joint-stock banks. 

' It is desirable ’ said the Report, ‘ that the 
clearing banks should be made aware in the 
plainest possible manner whether the general 
tendency of policy of the Bank of England is 
towards a relaxation or contraction of conditions 
of the domestic market \ It is expected that 
the joint-stock banks will base their own policy 
in accordance with such information. In the 
U. S. A., the views of the officials of the Federal 
Reserve System with respect to financial condi¬ 
tions are made public through official publications 
of the System or through other forms of public 
statements. These statements have sometimes 
constituted an instrument of policy fully as 
effective as specific action which might have been 
taken. Thus, the Federal Reserve Board issued 
a statement in February 1929 warning against 
excessive use of credit for security speculation. 
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Effect of Changes in Bank Rate 

A change in the Bank rate affects both the domestic and 
the external situations. When, for example, the Bank of 
England raises the Bank rate and sells, if necessary 7 , secu¬ 
rities to make it effective, two results tend to restrict the 
volume of credit. In the first place, market rates of interest 
will rise with the Bank rate. This, as we have already 
stated, may be a sympathetic rise in anticipation of the fact 
that the Bank can make the higher rate effective by selling 
securities. In the second place, long-term interest rates also 
tend to rise with the short-term rates. If the latter rise, 
while long-term rates remain stable, short-term securities 
become more attractive, with the result that investors sell 
their long-dated securities and invest funds in short-term 
securities. This process drives down the capital value of 
long-dated securities, which in effect means a rise in long¬ 
term interest rates. If the rise in interest rates seriously 
cuts into profits, production and employment will fall offt. 
and prices will also have a deflationary trend. If, in spite 
of higher interest rates, profits continue to be satisfactory, 
the upward tendency in production, employment and prices 
may continue. 

A fall in the Bank rate, supported sometimes by purchases 
of securities, is intended to make conditions in the market 
easy. Interest rates fall, while purchases of securities have 
the effect of increasing the cash reserves of commercial 
banks. These are conditions which may be described as 
creating a borrowers' market, for they favour borrowers 
of money. There is no certainty if they will lead to more 
active business conditions, for, it is always more difficult to 
talk the market into prosperity than it is to restrict credit 
and bring about a deflationary tendency. 
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We have so far described the effect of a change in the 
bank rate on the internal situation. It also affects the 
external situation, and the external situation is materially 
influenced by changes that take place in the domestic 
situation. A rise in the bank rate, or dear money, reacts 
on the external situation in the following manner: 1 

(i) Dear money tends to diminish the net amount 
which a country lends abroad or to increase 
the amount which it borrows. Both short¬ 
term lending and long-term lending are affected, 
but it is the former which feels a change sooner 
and more sensitively. Thus there is an im¬ 
mediately favourable effect on the country’s 
balance of international payments and hence 
on its foreign exchanges and its gold reserves. 
This assumes that the change in the bank rate 
is a change relative to rates elsewhere and is 
not merely keeping pace with changes else¬ 
where. 

(it) Some part of the purchasing power which dear 
money tends to curtail will have been spent 
on imports or on home-produced goods which 
are now released for export. Thus dear money 
has a favourable effect on a country's visible 
balance of trade, which again has a favourable 
effect on the country’s balance of international 
payments and hence on its foreign exchanges 
and on its gold reserves. 

(Hi) If the fall in prices which dear money brings 
about continues for any length of time, it 
necessarily puts a pressure on producers to 
reduce costs, including wages if necessary. 

’ Macmillan Committee’s Report, pp. 95-96. 
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When costs as well as prices have fallen, the 
help to the country’s visible balance of trade 
resulting from the fall of prices will be on a 
more durable and reliable basis. 

Thus, the effect of a change in the Bank rate on the 
foreign exchange market is felt through the short-term and 
long-term money markets and the balance of trade. The 
immediate effects are felt through short-time movement of 
funds. In fact, movement of these funds may rectify any 
adverse tendency in the balance of international payments 

for short periods. But, the flow of short-term funds depends 

# 

upon two essential conditions: the existence of a good 
market for short-term funds in the centres affected and 
confidence in the future of the foreign exchange value of the 
currency concerned. The first condition is best satisfied 
by the London bill market, where accepting houses guarantee 
trade bills and the British Government, the Treasury Bills. 
In other big international financial centres such as New 
York, Paris and Berlin, the position is not dissimilar. But 
among the chief borrowers in most centres are the com¬ 
mercial banks, which should, therefore, possess an 
international reputation. The question is not whether they 
are or are not really sound, but that they should be inter¬ 
nationally recognized as such. The second condition is also 
essential, for nobody would like to hold or invest in a foreign 
currency, the future exchange value of which is considered 
uncertain. As Sayers puts it: 'A differential of 1 or 2 
per cent per annum on a three months’ loan does not 
attract lenders if they fear that within three months the 
currency may have lost 20 per cent of its value in terms 
of lender's home currency. Whether their fears are rational 
or not does not, at a given moment, matter. The fact 
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that they have fears is enough to stultify the action of the 
Bank rate weapon \ l 

The mechanism of credit control by a central bank 
described above is really applicable to conditions as they 
existed before 1914, say, in Great Britain. Since then, 
circumstances have greatly changed, and the effectiveness 
of the Bank rate has also suffered. The opinion has there¬ 
fore been expressed that although the Bank rate will always 
have its uses, " the future lies not with those who would 
rely on a refurbishing of the Bank rate, but rather with 
those who are prepared to add more weapons to the 
armouries of monetary authorities . 2 

Unorganized Money Market and Central 

Banking Control 

We have studied the mechanism and methods of credit 
control in an organized money market. We shall now 
examine the problem of credit control in an unorganized 
money market such as the British Dominions and India. 
The important peculiarities of the banking systems of such 
countries are a low development of the banking habit and 
offices, an absence or unsatisfactory state of the short-term 
money market, and the comparative ineffectiveness of the 
central bank, partly because it is newly established and 
partly because it is superimposed by statute and has had no 
tradition behind it. Of these peculiarities, the second and 
third are particularly relevant to Indian conditions. Canada 
and Australia have well-developed banking systems and the 
cheque habit in these countries is also prevalent. In India 
in recent years there has been a rapid progress in banking 

1 Modern Banking, p. 181. 

2 op. cit., p. 185. 



CENTRAL BANKS AND CONTROL OF MONETARY SUPPLY 79 

development, although, considering the vastness of the 
country and its population, banking facilities are still far 
from adequate. Further, the cheque habit has also been 
growing as a means of settling debts. Of the three traits 
mentioned above, the chief characteristic of an unorganized 
money market such as India is that there is no adequate 
organization for the mobilization of all surplus short-term 
funds in the market for the purpose of their effective 
utilization. The consequence is that these funds are not 
distributed among the various component parts of the 
money, market in the most economical manner, with the 
result that a situation of acute stringency in one sector may 
co-exist with easy conditions in another. The outward 
manifestation of this phenomenon is often the absence of a 
co-ordinated relationship between the various interest 
rates. 

In an. unorganized market, a bank rate policy may not 
prove effective. The success of this policy depends 
upon the fact that the commercial banks are generally in¬ 
debted, whether directly or indirectly, to the central bank. 
In such circumstances, the central bank can force the com¬ 
mercial banks to follow the lead given by it in respect of 
short-term interest rates. But when a central bank is 
superimposed upon an existing banking system, it is not 
easy to lead the commercial banks quickly into indebtedness 
to the central bank. Open-market operations in unorganized 
markets may further have only a limited scope, for the 
Stock Exchanges in those markets may be unable to complete 
very big deals. Under such conditions, Sayers' suggests 
certain possibilities of making the central bank's control over 
credit effective. In the first place, there is a possibility of 


1 Modern Banking, p. 293-297. 


80 BANKING PRINCIPLES, PRACTICE AND LAW 

the central bank securing a change in the composition of its 
liabilities by taking advantage of its position as a banker to 
the government. What is suggested is that in a country not 
on the gold standard, or in a country' on the gold standard 
when the central bank cannot reduce its non-gold assets when 
gold is flowing in, the central bank can restrict the cash 
basis by raising government balances or deposits with it. 
This cannot of course be done by the central bank on its 
own initiative, and is possible only with the full co-operation 
of the government operating through the Treasury. It 
should be added that the variations in public deposits to be 
effective should be produced through revenue surplus and 
deficits and not by means of Government debt operations. 
In the second place, the central bank can be given power., 
as in New Zealand or the U. S. A., to vary the ratios of 
commercial banks’ compulsory cash reserves to their deposit 
liabilities. By this means, the central bank can enlarge or 
contract the cash reserves of commercial banks by lowering 
or raising the percentage of their statutory deposits with it. 
In a non-gold standard country, the central bank may 
further be given power to regulate the foreign exchange 
value of the country. 

In an unorganized market, although the discount rate loses 
much of its importance, it is not without significance and 
serves a useful purpose. De Rock 1 mentions that the dis¬ 
count rate of central banks in such markets has a three-fold 
significance. In the first place, the discount rate, parti¬ 
cularly in countries where central banks have large dealings 
with the public, indicates the rate at which the latter can 
obtain accommodation from the central bank against specified 
securities. But central banks, even when they have power 


1 Central Banking, p. 204-11 
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to deal directly with the public, do not usually exercise it 
and confine their dealings to commercial banks only. Even 
under such conditions, the influence of the discount rate is 
exerted indirectly inasmuch as other credit institutions 
generally adapt their own rates to changes in the official 
discount rate. In the second place, the discount rate 
represents the basis of the rates at which commercial banks 
can obtain accommodation from the central bank. In the 
third place, the psychological value of the discount rate is 
of great importance to the central bank as an instrument of 
credit control. The degree of its importance evidently 
depends upon the prestige of the central bank and the co¬ 
operation it can secure from the commercial banks. When 
this co-operation exists in large measure, a conventional 
relationship between the discount rate and other market 
rates may be gradually evolved. 


/ 
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CHAPTER X 

REGULATION 6 f BANKING 


As a business, a bank stands in a category by itself. It 
has an exceptional social significance. Its operations affect 
the public interest and have an important bearing on the 
common weal. Its importance is derived from the fact that 
it supplies a general circulation medium in the shape of 
bank deposits, and further that the value of this medium 
is materially dependent upon banking policy. The bank also 
wields immense power in view of its control over loanable 
funds. It directs the channels of investment and therefore 
the types of business that will develop. Any error that the 
bank may make affects not only itself but also the entire 
community. A bank failure means not only loss to deposi¬ 
tors and shareholders, but also deprives the general public 
of credit facilities. For all these reasons a bank is looked 
upon as a public utility and as such liable to state regulation. 
Further, as the state should have the final say in monetary 
policy, it is but reasonable to expect that banks should be 
subject to state control. The need for control is greater in 
countries where a system of unit banking prevails, and the 
general public is ignorant and illiterate. Admitted that the 
state must have some control over the monetary supply and 
policy of a country, the important question is what should 
be the nature and cont6nt of such control. The extreme 
form of control that has been proposed is that of nationalisa¬ 
tion of commercial banks. This proposal has not found 
much favour in practice. But commercial banks practically 
all over the world have been made subject to some small 
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or large measure of control. We shall briefly illustrate the 

important features of commercial banking legislation in 
certain countries. 1 

1 he regulation of banks includes control over their forma¬ 
ts 011 ; restriction of their operations, administration of their 
liquidation in the event of failure and general supervision. 

Legislation to secure adequate capitalization of a bank 
may take one or more of four main methods. Firstly, law 
may provide for a fixed minimum capital. In Sweden, 
Belgium and Canada, there is provision for a statutory 
minimum capital. A similar provision is also included in 
the Indian Companies’ Act of 1936 relating to banking 
companies. Secondly, it may be stipulated that the capital 
should be a fixed percentage of liabilities, as in Switzerland. 
This is not a very happy provision inasmuch as a big bank 
with branches and offices over a wide area does not require 
as high a ratio of capital to liabilities as a small local bank. 
Thirdly, the amount of capital may be made to depend upon 
the population of the place in which a bank is situated, as in 
the U.S.A. A fourth method is followed in Spain, where 
the capital for each bank is fixed according to its particular 
circumstances. 

Legislation with regard to the operations of hanks may 
be grouped under the following heads: 

1. Surplus. —In man)' countries, law provides for 
the maintenance of a surplus and regulates 
its amount. In the U. S. A., a national bank 
may not commence business unless it has a 
paid-up surplus of 20 per cent of its capital. 
In addition, every national bank, before it 

' See Allen, etc.: Commercial Hanking Legislation and Control, 

PP- 3 - 52 . 
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declares a dividend, must carry forward io per 
cent of its net profits until its surplus equals its 
capital. A similar provision is contained in 
the Indian Companies’ Act of 1936 relating to 
banks. In certain countries legislation is 
directed towards the special protection of sav¬ 
ings deposits, which are believed to be usually 
made by small depositors, for example in 
Argentine and Switzerland. Unless, however, 
it is also stipulated in what form of assets • 
these surpluses should be held, it may be found 
in an emergency that they have, like capital 
and deposits, become immobilized. 

2. Cash Reserves and Liquidity .—Commercial banks 

in America, India, Germany, Canada and other 
countries are required to maintain a statutory 
cash deposit with the central bank. The ratio 
of cash deposits may vary from country to coun¬ 
try and between different types of banks 
within the same country. The mainten¬ 
ance of cash deposits with central banks 
by commercial banks may have two objects, 
to provide the central banks with funds, and to 
ensure liquidity of individual banks. A 
statutory reserve ratio does not, however, of 
itself ensure liquidity. The existence of a statu¬ 
tory deposit does not necessarily enable a bank 
to meet exceptional withdrawals. Whether the 
position of a bank is liquid or not does not 
' depend on its statutory cash reserve, but on 
the nature of its assets as a whole. 

3. Restriction on mixed banking .—Mixed banking is 

prevalent in Germany and some other coun- 
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tries on the Continent. In recent years, there 
has been a tendency away from mixed banking 
in favour of pure commercial banking. This 
trend is noticeable in some of the recent bank 
statutes. Thus, in Belgium, where mixed 
banking was once very widespread, the law 
of I 934 forbids a bank, which accepts deposits 
at interest repayable in two years, to hold shares 
in or participate in any commercial or industrial 
enterprise, with certain minor exceptions. Some 
restriction On commercial or industrial parti¬ 
cipation has been imposed in Sweden, Norway 
and even Germany. In the U. S. A., the 
Banking Act of 1933 prohibits member banks 
from being affiliated to or controlling' any cor¬ 
poration or association engaged principally in 
the issue, floatation, underwriting, sale or 
distribution of stocks, bonds, debentures and 
other securities. The purpose of such prohibi¬ 
tion of or restriction on mixed banking is as 
much to ensure the liquidity of commercial 
banks as to safe-guard them against undue 
risk of loss. 

Control of assets .—In certain countries, legislation 
seeks to regulate the assets of commercial 
banks. It is usually negative rather than 
positive in character. For example, certain 
kinds of assets or transactions are forbidden. 

A common restriction is on the ownership of a 
real estate other than premises, for example, 
in the case of American national banks and in 
Sweden. In Germany, permanent participa¬ 
tions and investments in property and building 
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may not exceed capital and reserves. Restric¬ 
tions are also sometimes imposed on loans that 
may be allowed to a single customer by banks 
in Germany and -Denmark and by American 
national banks. In certain countries, there is 
a statutory provision in respect of the margin 
that must be maintained against loans granted. 

5. Restriction on over-banking and bank amalga¬ 
mation .—In many countries, legislation gives 
power to responsible authorities to control the 
establishment of new banks with a view to 
prevent over-banking. In Germany, the licens¬ 
ing authority, the Banking Commission, may 
refuse to grant a license for the formation of 
a new bank if certain conditions are not ful¬ 
filled. ' In Canada, a special Act of Parliament 
is necessary for the establishment of a new 
bank. In the U. S. A., the Controller of 
Currency has considerable discretionary powers 
in granting charters to new national banks. 
Restrictions are also imposed in many coun¬ 
tries on the opening of new branches, for 
example in Germany, Italy and the U. S. A. 

Bank amalgamations are controlled by statute 
in many countries. In Norway and Sweden, 
official consent is required. Even in England 
the consent of the Treasury is necessary. In 
the U. S. A., combinations are restricted by 
legislation directed against branch banking. 

On the subject of restrictions on bank for¬ 
mation and merger, Allen makes the following 
observation,' ‘ Universal as are the laws res- 

1 Commercial Banking Legislation and Control, p. 37 - 
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branch banking activities of commercial banks, 
it cannot be said that they have generally 
exercised any great effect upon the banking 
structure of the different countries. They 
have usually been introduced when the move¬ 
ment which they intended to check had run its 
course. ’ 

6. Control over interest rates .—This control may 
extend over interest paid on deposits or charged 
against advances. In the U. S. A., the 1933 
Act prohibits the paying of interest on demand 
deposits, that is on depbsits repayable within 
a month. In Argentine, interest paid on sight 
deposits must be at least three points less than 
the Central Bank's rediscount rate and on 
savings deposits at least one point less. In 
certain countries, interest charged on loans is 
also controlled with the object of regulating the 
price of credit, especially where a central bank 
has no actual control or where no conventions 
as to rates exist. In Germany, for example, 
the maximum rates of interest on deposits and 
loans, while ostensibly fixed by the banks, are 
really under the control of the Banking Com¬ 
missioner. Canada has still a usury law, and 
no bank may charge a rate of interest exceed¬ 
ing 7 per cent. 

Liquidating Institutions .—Of institutions set up to help 
banks in difficulty or banks which fail, the Reconstruction 
Finance Corporation established in the U. S. A. in 1932 
deserves special mention. It has rendered signal service to 
banks in difficulty, partly by furnishing new capital where 
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capital has been deficient and partly by providing loans 
against assets that are not eligible for rediscount at the 
Federal Reserve Banks. In this way, the Corporation has 
acquired considerable influence over banks it has helped. 
In Argentine, the Instituto Movilizador was established in 
I 935 for the purpose of taking over the frozen assets of 
commercial banks. A similar institution exists in Belgium 
and in Austria. 


Supervising Authority 

There are three main types of supervising authority. 
Firstly, inspectorates appointed by the Crown, which work 
in close co-operation with the government. Control is exer¬ 
cised by the state, and the central bank has little or no voice 
in the matter. This is the system which obtains in the 
Scandinavian countries and also in Canada. Secondly, 
there are tin* Banking Commissions composed of several 
members in countries like Belgium and Switzerland. Thirdly, 
in Germany and Italy, a highly centralized institution of 
control exists. In the U. S. A., there are a number of con¬ 
trolling authorities, but the Board of Governors of the 
Federal Reserve System is pre-eminent. Supervision of 
national banks is vested in the Controller of Currency who 
is appointed by the President on the recommendation of the 
Secretary of the Treasury. The supervision of state banks 
varies widely. 

We have given a very brief account of some of the 
forms of legislative control over the activities of commercial 
banks. The question naturally arises as to how far such 
legislation is likely to achieve the object it usually 
has in view. Any system of legislative control has un¬ 
doubtedly its disadvantages. In the first place, it may 
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encourage laxity on the part of bankers who may 
consider that their responsibilities end with the strict 
observance of legislative provisions. It has been aptly said 
that by framing legal regulations the state takes respon¬ 
sibility on itself and relieves the subject of it. In the second 
place, banking is a business which calls for the use of 
delicate judgement and great discretion. It cannot be reduced 
to uniform principles or rules which alone legislation can 
ensure. It also involves carrying of risk the proper assess¬ 
ment of which cannot be provided by law. In the third 
place, legislation like the deposit insurance scheme may 
induce weak institutions to undertake risk they should not. 
Such legislation may put a premium on the pursuit of evil 
practices by unsound banks and operate in practice against 
the interest of good banks. Lastly, there can be no truer 
than that good banking is assured, not by good laws, 
but by good bankers. The whole case in respect of bank 
regulation by legislation has been very well summed up by 
Allen in the following words': ‘ An honest and competent 

management cannot be attained by legal enactment, but 
rather by proper methods of recruitment and training, proper 
remuneration and conditions of work and a system which 
gives wide scope and high prospects to the talented. It is 
here that the British banks have succeeded while those of 
certain other countries have failed. So, too, an honest and 
efficient internal inspection system obviates the need for 
government examinations. It is believed that even in 
countries where legal regulation is most detailed, the ultimate 
success and efficiency of the banking system will be due 
more to the growth of such traditions in the banks them¬ 
selves than to external control. Past experience has made 

1 op. cit., p. 49. 
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this evident for it has frequently happened that under the 
same banking law one of two banks has failed, while the 
other has emerged intact from the same crisis.' 

Banking Legislation in India 

Joint-stock banks in India were governed until 1936 by 
the general provisions of the Indian Companies Act. There 
was no special statute governing banks. A departure was 
made in 193b. Although banks were subject to no separate 
statute. Part X-A of the Indian Companies (Amendment) 
Act of 1936 was devoted exclusively to banks. The main 
provisions of the Act relating to banking companies are: — 

Sec. 277 //.-—No banking company shall after the expiry 

of two years from the commencement of 
the Indian Companies (Amendment) Act, 
1936, employ or be managed by a manag¬ 
ing agent other than a banking company 
for the management of the company; 

Sec. 277 /.—Notwithstanding anything contained in Sec¬ 
tion 103, no banking company incorporated 
under this Act after the commencement 
of the Indian Companies (Amendment) 
Act, 1936, shall commence business unless 
shares have been allotted to an amount 
sufficient to yield a sum of at least fifty 
thousand rupees as working capital and 
unless a declaration duly verified by an 
affidavit signed by the directors and the 
manager that such a sum has been received 
by way of paid-up capital has been filed, 
with the Registrar. 
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SeC - A '— l 1 ) Ever y banking company shall main- 

tain a Reserve Fund. 

(2) Every banking company shall out of 

the declared profits of each year and 
before any dividend is declared 
transfer a sum equivalent to not less 
than twenty per cent of such pro¬ 
fits to the Reserve Fund until the 
amount of the said fund is equal* to 
the paid-up capital. 

(3) A banking company shall invest the 

amount standing to the credit of its 
reserve fund in government securi¬ 
ties or in securities mentioned or 
referred to in Section 20 of the Indian 
Trusts Act, 1882, or keep it deposited 
in a special account to be opened by 
the company for the purpose in a 
scheduled bank. 

Provided that the provision of the Subsec¬ 
tion shall not apply to a banking company 
incorporated before the commencement of 
the Indian Companies (Amendment) Act, 
1936, till after the expiry of two years 
from the commencement of the said Act. 

Sec. 277 L .—Every company shall maintain by way of 

cash reserve in cash a sum equivalent to at 
least i\ per cent of the time liabilities and 
5 per cent of the demand liabilities of such 
company and shall file with the Registrar 
before the tenth day of every month a 
statement of the amount so held on the 
Friday of each week of the preceding 
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month with particulars of the time and 
demand liabilities of each such day. 

Sec. 2J7 N. —(i) The Court may on the application of 

a banking company which is tempora¬ 
rily unable to meet its obligations 
make an order staying the com¬ 
mencement or continuance of all 
actions and proceedings against the 
company for a fixed period of time 
on such terms and conditions as it 
shall think fit and proper and may 
from time to time extend the period. 
(2) No such application shall be maintain¬ 
able unless accompanied by a report 
of the Registrar. 

Provided, however, the court may for 
sufficient reasons, grant interim relief, even 
if the application is not accompanied by 
such a report. 

Section 277 L is not applicable to scheduled banks, that is, 
banks having a paid-up capital and reserve of an aggregate 
value of not less than Rs. 5 lakhs. They have instead to 
maintain with the Reserve Bank a balance which shall not 
at the close of business on any day be less than 5 per cent 
of the demand liabilities and 2 per cent of the time liabilities 
of such banks. They have also to submit both to the 
Reserve Bank and the Governor-General-in-Council a weekly 
return signed by two responsible officers, showing ( a ) the 
amount of its demand and time liabilities respectively in 
India ; ( b) the total amount held in India in notes ; (c) the 
amounts held in rupee coin and subsidiary coin respectively , 

{ d ) the amount of advances made and of bills discounted in 
India ; and ( e ) the balance held at the Reserve Bank. 
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The question of banking legislation was also considered 
by the Reserve Bank of India. In fact, it prepared a Draft 
Bank Bill and submitted it along with a memorandum to 
the Government of India in November, 1939 The con 
sideration of the Bill was, however, postponed on account 
of the war. Nevertheless, it would be of interest to set forth 
the recommendations of the Reserve Bank for a Bank Act 
The main suggestions are: 

I* Definition. —A banking company should be 
defined as an institution which accepts deposits 
on current account or otherwise subject to with¬ 
drawal by cheque, and, further, that no com¬ 
pany which does not do banking business shall 
use the word ‘ bank ’, ‘ banker ’ or ' banking ’ 
as part of its name. 

2. Capital —No banking company shall do banking 
business unless (i) it has a paid-up capital and 
reserve of at least one lakh of rupees, or if it 
does banking at any of the places hereinafter 
mentioned, an amount in respect of each such 
place of not less than (a) five lakhs of rupees 
at Bombay and Calcutta ( b) two lakhs of 
rupees at other places with a population of over 
one lakh to be included in a list to be notified 
by the Reserve Bank of India and (c) twenty 
lakhs if it operates outside the State or province 
in which it has its principal office of business ; 
provided that no banking company shall be 
required to have a minimum paid-up capital of 
more than twenty lakhs of rupees ; (ii) its 
subscribed capital is not less than half of its 
authorized capkal and its paid-up capital is 
not less than half its subscribed 
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3. Reserve Fund. —Ever}' banking company shall 

maintain a Reserve Fund, and shall out of the 
declared profits of each year and before any 
dividend is declared, transfer a sum equivalent 
to not less than twenty per cent of such profits 
to the Reserve Fund until the amount of the 
said fund is equal to the paid-up capital. 

4. Cash Reserve .—Every banking company shall 

maintain by way of cash reserve a sum equi¬ 
valent to at least one and a half per cent of 
the time liabilities and five per cent of the 
demand liabilities of such a company. 

.5. /lssc/s.—Every banking company shall maintain 
in cash or unencumbered approved securities 
valued at a price not exceeding the market 
price an amount which shall not at the close 
of business on any day be less than thirty per 
cent of the total of its time and demand liabi¬ 
lities ; provided that the statutory reserve of a 
scheduled bank shall be deemed to be cash for 

f 

the purposes of this section. 

6. Liquidation .—A number of provisions was sug¬ 
gested to expedite liquidation proceedings so 
that if a bank should fail, the depositor might 
get what was left with the minimum of delay 
and litigation expenses. 




CHAPTER XI 
CLEARING 

Some m ac hinery for the handling of ' items ’ such as cheques 
and drafts payable by banks on each other, is essential in 
■ every developed banking system. Items payable at other 
banks may be dealt with in one of two ways, namely, 
collection or clearance. Collection involves the sending 
of these items to banks where they are payable, and receiv 
mg cash over the counter in exchange. Clearance, on the 
other hand, involves offsetting reciprocal claims against 
one another and settling merely such balances or 
differences as remain outstanding. 

Clearance is usually effected through the agency of a 
clearing house. A clearing house ensures many advantages. 
These advantages may be compared to those which the clear- 
ing process of an individual bank ensures to its own clients. 

A clearing house prevents frequent and tedious walks by a 
bank s employees for the collection of cheques and drafts, 
the payment of the instruments in cash, and the consequent 
danger of loss in transit. Jt thus assures convenience and 
economy. Further, it avoids the necessity of holding by 
each bank of large till money with prejudicial effects on 
the efficiency of the banking system. 

In Calcutta there are two clearing houses, one run by 
the Calcutta Clearing Banks' Association and the other by 
the Metropolitan Banking Association. The former serves 
only the larger banks in Calcutta, which are known as the 
clearing banks, and a few others which have been accepted 
as sub-members. The Metropolitan Banking Association 
owes its origin to the imperative need felt bv non-clearing 
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banks in Calcutta to remove a crippling handicap on their 
business and prospects of expansion owing to the imposition 
of a charge by some of the clearing banks for the collection 
of cheques and drafts drawn upon non-clearing banks, and 
refusal on the part of some other clearing banks to collect 
them at all. 

Procedure of Clearing of Calcutta Clearing House 

All cheques, bills and other documents payable at the 
office of a member or sub-member in Calcutta may be passed 
through the Clearing House. It is provided, however, that 
dividend warrants and telegraphic transfer receipts shall 
be accepted only at the first clearing, and, except on 
Saturdays, they cannot be returned through the special 
clearing. A sub-member is not entitled to deliver direct 
any document to be cleared on its behalf through the 
Clearing House. Documents of a sub-member must be 
submitted through its sponsor member whose represen¬ 
tative in the Clearing House will incorporate such docu¬ 
ments in the Clearing House Register of the sponsor 

member. 

Each member or sub-member has to provide for the use 
of its representative attending the Clearing House a Register 
suitably ruled in which a record of the documents received 
and delivered by him in the Clearing House will be 

entered. . 

Each member enters into a separate delivery slip a list 

of documents, in detail, with the total number and amount 
thereof. This total is entered into the Register against the 
particular bank. This procedure is repeated in the case of 
documents received against all other member banks at 
each of the four daily deliveries from Monday to Friday and 
the three on Saturday. A representative of the 
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clearing member at the Clearing House hands over to a 
representative of each drawee member the documents 
deliverable to him together with a delivery slip ; the repre¬ 
sentative of each drawee member thereupon enters the 
documents in his Register. After comparing the delivery 
slips with the documents received and verifying the totals, 
each representative totals the receipts and deliveries in his 
Register, strikes a balance therein, showing the net amount 
due to or by his principal, and hands over the Register to 
the supervisor of the Clearing House, who then strikes the 
gross balance of the whole. 

Procedure of Clearing of Metropolitan Clearing House 

The Metropolitan Banking Association conducts only one 
clearing on every working day through its Clearing House. 
Each member of the Association has allotted to itself a 
separate counter attended to by its clerk. Cheques or other 
articles payable on demand drawn on member banks and 
received by other member or non-member oanks, whether 
members of the Calcutta Clearing House or not, have to be 
presented at the Clearing House between the hours of 
11-45 a.m. and 1 p.m. on ordinary business days and 
between 11 a.m. and 12 noon on Saturdays. Although the 
clearing rules say that cheques and other articles, payable 
on demand, drawn on member banks and presented by 
members of the Calcutta Clearing Banks’ Association, shall 
on presentation be either paid in cash or returned imme¬ 
diately with return slips, this procedure is not actually 
followed as it was found in practice to be inconvenient. 

The procedure actually followed is as follows: Cheques 
and other articles received at the Clearing House are dis¬ 
tributed to the representatives of the banks on which they 
are drawn. These representatives then leave for their 

7 



9 8 


BANKING PRINCIPLES, PRACTICE AND LAW 


respective offices with the cheques and return to the Clearing 
House by 2 p.m. with either cash or return slips for articles 
that will be returned unpaid. The clerks and durwans of 
the collecting banks return to the Clearing House about this 
time, and all payments in cash are made and received between 
2 p.m. and 3 p.m. Cheques not paid are returned with 
return memos. 

All settlements, it will be noted, are effected in cash. 
Another peculiarity is that balances are not as yet struck 
between debits and credits of even member banks. Full 
amounts for cheques and other articles presented are paid 
or received in cash, excepting, of course, those which are 
returned unpaid. 

In addition to the two Clearing Houses mentioned above, 
a brief reference may be made to two other forms of clearing. 
The first is a novel method evolved in Calcutta and is called 

Pioneer Clearing ’. It is a form of clearing which operates 
within the jurisdiction of the Calcutta Clearing House but 
carries with it no official sanction or recognition. In theory, 
it is nothing but a private arrangement between a member 
bank and a non-member bank—an arrangement which ^ay 
or may not be recognized by other member banks. In prac¬ 
tice, however, it is recognized by other member banks. The 
arrangement consists in an instruction printed on the cheques 
or drafts of a non-member bank to the effect that these instru¬ 
ments may be collected through a particular clearing bank, 
and in other banks agreeing to follow this instruction. 

The other form of clearing is the ancient one, known as 
* Walks Clearing ’. Instruments received for collection 
are sorted out under the head of different paying banks. 
Messengers are then sent round to present the instruments to 
the paying banks and obtain cash in return. 
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THE MONEY MARKET 
Definition 

A money market is a market for the lending and borrowing 
of short-term funds. It is also a mechanism through which 
a large part of the financial transactions of a country is 
cleared. The term ‘ money market ' may be used in two 
senses. In a broad sense, it includes all transactions for 
financing, business of all types. In a narrow sense, it in¬ 
cludes only short period financial transactions. When we 
speak of the money market, we refer to it in this narrow 
sense. It is a reservoir of short-term funds, and is concerned 
with the buying and selling of temporarily surplus funds. 

The money market should be distinguished from what is 
described as the capital market. In practice, the two 
markets are often inter-related ; for, transactions originating 
in one market may be completed in the other. Thus, the 
payment of interest or dividend has its origin in the capital 
market but may exercise its influence on the money market 
in the same way as the repayment of commercial paper does. 
Notwithstanding this close relationship between the capital 
and the money markets, they fulfil different purposes. The 
mopey market is concerned with short-term funds used 
mainly for financing current business operations or short- 
period requirements of the government while the capital 
market deals with long-term funds required by industry or 
government. In addition to the difference between the two 
markets in respect of time, there is also a difference of 
institutional control. Thus, in most countries, a special set 
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of institutions deals in long term funds. Whether they are 
called investment bankers, money-lenders, brokers, mortgage 
bankers or by any other name, they constitute the various 
elements that go to make up the capital market in a country. 
A different set of institutions or agencies deals in short- 
period funds. 

Nature of the Money Market 

A money market should be distinguished from, say, a 
commodity market. It is neither so simple nor so highly 
organized as a commodity market is. A money market is 
indefinite in two ways. Firstly, it is unorganized in the 
sense that there is no formal trading place, purchases and 
sales being effected wherever a buyer and a seller come 
together and reach an agreement. Secondly, there is a more 
or less constant flux in the personnel of the market except for 
a few institutions which specialize in short-term funds such 
as brokers and agents. A money market has therefore been 
described as ' a loosely organized affair with a number of 
divisions and sub-divisions, each devoted to a particular 
type of credit operation and each constituting a separate 
market in itself. Each division of the market, however, is 
closely related to the others, and conditions in one affect 
the others ’. 

Composition of the Money Market 

In a broad sense, say Madden and Nadler, 1 a money 
market embraces a number of independently organized 
markets, which are directly or indirectly related to the capital 
market proper. In this broad sense, a money market may 
comprise the following individual markets : (a) the money 
market proper ; (6) the capital market ; (c) the commo- 

1 The International Money Markets, p. iog. 
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dities market ; ( d ) the foreign exchange market ; ( e ) the 

bullion market, especially in London ; and, to a lesser 

degree, (f) the shipping market, and (g) the insurance 
market. 

Although the money market proper may thus be differ¬ 
entiated from the other markets, the close inter-relation 
between them should be borne in mind. The other markets 
support in various ways the money market proper. ’In these 
other markets are effected many business transactions which 
the money market finances, and without which a money 
market may not even be necessary. 

The money market proper, which deals in short-term funds 
and with which we are primarily concerned, may again be 
divided into different sections. These subdivisions may vary 
in their content and importance from country to country. 
The main constituents of the London money market, for 
example, are: (a) the discount market ; ( b) the acceptance 

market ; (c) the short-term government securities market : 
(d) the carry-over or contango market, that is, the extent to 
which operations of stock-brokers are financed by short-term 
loans from the money market. In New York, the main cons¬ 
tituents of the money market are: (a) the commercial paper 
market ; (6) the acceptance market ; (c) the collateral loan 
market ; particularly the broker's loan market ; (d) the short¬ 
term government security market. In India, the money 
market proper has neither the significance nor the 
importance it has in London and New York. 'Its main cons¬ 
tituents are: (a) the call money market ; (6) the short-term 
government security market ; (c) the broker's loan market 
and (d) the bill market. The bill market in Calcutta or 
Bombay is undeveloped, and the other sectional markets 
also are not very important. Without the inclusion of the 
collateral loan market, the operations of which cannot always 
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be included within the strict meaning of the short-term money 
market, the Bombay or the Calcutta money market loses much 
of its significance for the volume of operations in the other 
sectional markets is comparatively much smaller. 

Requisites of a Money Market 

The principal requisite of a money market on the supply 
side is 'that there should be a large volume of temporarily 
surplus funds. This is so because the funds may be recalled 
at any time. For example, if commercial banks have lent 
out money, they may have to recall it should depositors 
present them with a sudden demand for withdrawal of funds. 
The lender in the money market cannot therefore tie up his 
funds for a long period. Even though in actual fact he may 
not need these funds for a long time, he has always to be 
prepared for their sudden withdrawal. This necessity for 
quick availability of funds lent out in the money market 
can be met only if the total supply in the market is large. - 
This consideration is not affected by the type of obligations, 
in which funds are invested for even if they are first class 
bills or short-term government paper, it may be necessary 
at times merely to shift these loans, not liquidate them. 
For example, if a loan is given against the security of 
government paper to a stockbroker and it is recalled by the 
lender, the broker does not usually sell his security. What 
he does is to obtain a loan from a third party and pay off 
the original lender. The particular loan or debt still remains 
outstanding in the market, but is only shifted from one 
person to another. Such shifting of credit is facilitated by a 
large supply of funds in the- money market. If the amount 
withdrawn from the market at any time is not large com¬ 
pared with the total available supply of funds, no effect 
of such withdrawal will be felt in the market. The amount 
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withdrawn will be made good-by funds lying idle in the 
market or flowing into it from new sources. The 
interest rates will not in these conditions reflect the with¬ 
drawal. But if the amount withdrawn should be large 
in proportion to the available funds in the market, its effect ’ 
will be seen on the interest rates, which will tend to rise. 
The greater the supply of funds in the market, the greater 
is the chance that shifting of credit will take place without 
unfavourable reactions on the market. 

On the demand side, although conditions must differ from 
one country to another, mention may be made of certain 
common characteristics which money market obligations 
should posses. In the first place, the paper or obligation 
dealt with in the money market must be easily realizable. 
The paper may be absolutely safe, but unless it is readily 
realizable, it will not satisfy the requirement of a money 
market obligation. This is so because it may be necessary 
for the borrower to realize the paper in which he has in¬ 
vested his funds at a moment's notice. This quality in-a 
security can be offered by short-term government obliga¬ 
tions, first class bank bills, or by standardized agricultural 
commodities for which there is an active and firm market. 
Secondly, paper dealt with in the market must be short¬ 
term. This is necessary because the funds may have to be 
withdrawn at any time and the lenders cannot therefore 
afford to take the risk of fluctuations arising from changing 
interest rates. This risk can be guarded against only when 
the market paper has a maturity so short that money rate 
fluctuations will not make any significant change in the price 
of such paper. The third requirement of paper dealt with 
in the money market is liquidity. It is not essential that all 
the paper should be liquid, but the larger the volume of 
liquid papers, the better it is for the money market. For 
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the market will then be in a position to absorb without diffi¬ 
culty the ebb and flow of funds. 

Institutional Organization of the Money Market 

The money market may be analyzed on the basis of the 
different institutions engaged in lending and borrowing short¬ 
term funds. The nature of these institutions may differ 
from country to country. Further, the same institution may 
appear both as a borrower and a lender in the market. 
Nevertheless the following classification indicates the principal 
lenders and borrowers in the market. Among lenders may 
be mentioned: 

1. The Central Bank .—It is the ultimate reservoir of 

funds and the lender of the last resort. In 
England and America, it deals, directly or 
indirectly, with banks only. On the Continent, 
particularly in France and Belgium, the Central 
Bank probably deals more with the public than 
with banks. In America member banks 
borrow directly from the Federal Reserve 
Banks, while in England, joint-stock banks do 
not approach the Bank of England directly, 
and the latter’s influence on the money market 
is exercised through bill brokers and discount 
houses. 

2. Commercial Banks .—They are the most important 

class of lenders in the market. They also 
figure at times as borrowers from the 
Central Bank,, directly or indirectly. Most of 
the funds they lend to the market are received 
from depositors, and the major portion of these 
funds is withdrawable on demand. We have 
seen that these funds are invested in various 
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forms of assets. But it is in assets, which 
constitute what is called a banker's secondary 
reserve, that the money market is interested. 
The outlet for short-term funds differs in 
different countries. In England, these funds 
are mainly loaned to bill brokers and discount 
houses or invested in the purchase of accept¬ 
ances and Treasury Bills. In the U.S.A., these 
funds are loaned to the acceptance, commer¬ 
cial paper and brokers’ loan markets. On the 
Continent, short-term funds are utilized in 
financing stock-market transactions and pur¬ 
chasing two-name trade bills, which upon 
endorsement by banks become eligible for dis¬ 
count at the central bank. 

Institutional investors, such as savings banks, 
insurance companies, trust companies and in¬ 
vestment Trusts. These institutions differ from 
commercial banks in that their funds are gene¬ 
rally not withdrawable on demand, yet they 
consider it necessary to maintain some portion of 
their funds invested in liquid assets. This 
amount finds its way into the money market. 

Private individuals, partnerships and corpora¬ 
tions. —Under ordinary circumstances, this 
group does not find investment in the money 
market profitable on account of low interest 
rates prevailing there. If, for certain reasons, 
interest rates in the money market rise and 
become attractive, this group may divert some 
portion of their surplus funds to the money 
market. This happened during the Wall Streot 
boom of 1928-29. 
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The borrowers in the money market must naturally be 
limited in number for they have to satisfy certain stringent 
conditions in the paper which lenders in the money market 
will accept. For example, the paper must be absolutely 
liquid, easily realizable and of short maturity. In London, 
these conditions are fulfilled by such borrowers as bill 
brokers, discount houses and dealers in acceptances and 
Treasury Bills. In New York, the principal borrowers are 
stock brokers and security and acceptance dealers. In the 
leading financial centres on the Continent, security dealers 
and the smaller financial institutions are the chief borrowers 
in the money market. 

Central Banks and the Money Market 

Every money market is to a larger or smaller extent 
subject to the control of the central bank. The nature and 
method of this control may vary from country to country 
and has been explained in Chapter IX. 

Services of the Money Market 

A money market occupies a very prominent position in and 
renders many useful services to the national economy of a 
country. It is a mechanism through which surplus funds 
are pooled together. It offers the commercial banks and 
other financial institutions the means of temporarily em- 
ploving their surplus funds in easily realizable assets, and 
also constitutes a reservoir from which funds may be obtained 
in times of special need. Its services to a nation are com¬ 
parable to those of a bank to a locality. The money market 
renders signal service to the government. It enables the 
government to obtain short-period funds to tide over tem¬ 
porary difficulties. In its absence, the government would 
have been obliged to obtain funds either by borrowing from 
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the central bank or by issue of currency notes. Both these 
processes would have had inflationary consequences, and 
would thus be harmful to the national economic interest. 
In a good money market even foreign governments may 
secure short-term funds for meeting their temporary needs. 
Lastly, the inter-relationship between the money and the 
capital markets may be emphasized. The existence of a good 
money market often facilitates operations in the capital 
market. The money market sometimes helps the carrying 
of long-term securities for short periods before they are 
absorbed by the capital market. Further, conditions in the 
money market and the rates of interest obtaining there have 

an important bearing on conditions and interest rates in the 
capital market. 
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FOREIGN MONETARY SYSTEMS 



CHAPTER XIII 

THE MONETARY SYSTEM OF GREAT BRITAIN 

S, E , m ° n ®‘ ary s y stem of a country comprises all banks 
including the central bank, and other credit institutions which 

exist therein for the purpose mainly of dealing in short-term 

l re ! ’ " Great Bntaln . the component elements are the 

Bank of England, joint-stock banks, certain other banks, 
acceptance houses, discount houses and bill-brokers We 

shall now examine these institutions which create or sell 
credit in the London market. 

The Bank of England 

woTm B a n l ° f Engiand is the oldes ‘ central bank in the 
world and he nerve centre of the London, and also of the 

international, money market. Before the last Great War, it 
was the mainstay of the international gold standard 

Among central banks, the Bank of England occupies a 
unique position. It is a private institution practically in¬ 
dependent of any form of legal control except in respect of 
its powers of issuing bank notes and granting loans to the 
state. It owed its foundation in 1694 to the difficulties of 
he government of the day in securing subscription to State 
loans. In consideration of a loan of £ 1,200,000 to the 
government of William III, a group of private bankers was 
granted, by an act of Parliament and a Royal Charter, on 
July 27 1694, the right to organize a joint-stock company 
under the name of ' The Governor and Company of the 
Bank of England *. This is still the official name of the 
Bank of England. Subsequent extensions of the Charter 
coincided with the grant of additional loans by the Bank to 
the government. Finally, by the Bank Act of 1844, the 
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Bank's Charter was extended for an indefinite period subject 
to termination by a year’s notice and the repayment of the 
debt amounting to £11,015,100 due to the Bank by the 
state. 

Management .—The Bank is administered by a board 
of directors known as the Court of the Bank of England. 
The Court consists of a Governor, a Deputy-Governor, and 
twenty-four members. In theory, the Court is appointed by 
the shareholders, but in practice the new directors are 
recommended by the Court, and its recommendation is 
simply confirmed -by the votes of the shareholders. All are 
nominally elected for one year only but may be re-elected 
and are in fact re-elected from year to year. In pre-war 
days, the offices of the Governor and the Deputy-Governor 
were given in rotation for a period of two years, the Deputy- 
Governor succeeding the Governor, and the oldest director 
not in office becoming the Deputy-Governor. There have 
been deviations from this practice during the last War, while 
Mr Montagu Norman has been re-elected Governor year 
after year since 1920. 

Operations of the Bank 

The Bank of England is practically free to carry out any 
operation that it likes or considers advantageous. It enjoys 
a peculiar position as a central bank, for while it carries the 
prestige, of a government institution, it virtually retains 
the freedom of action of a private bank. Such restrictions 
as are imposed upon it are to be traced to the Bank Charter 
Act of 1844. In fact, the principal provisions of this law 
still regulate the operations of the Bank of England. In 
the first place, the Act gave the Bank the exclusive right to 
issue notes, subject to the existing note-issue privileges of the 
country banks. It further provided that if, after the pas- 
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sing of the Act, any country bank should cease to issue notes, 
the Bank would be empowered to increase its fiduciary issue 
by two-thirds of the lapsed issue. The note-issue privilege 
of all the country banks gradually lapsed, and the fiduciary 
issue of the Bank of England was finally raised in 1923 
t0 £19.750,000. Secondly, the Act split the Bank into two 
separate departments: the Banking Department and the 
Issue Department. Notes issued by the Bank, apart from 
the fiduciary issue, had to be secured under the Act cent 
per cent by gold. By the same Act, the Bank was compelled 
to buy gold at the fixed price of £3 17s. 9 d. per standard 
ounce. The Bank was also obliged to publish a weekly 
statement of its affairs in a specified form. 

The Note Issue 

One of the principal functions of the Bank of England, 
as a central bank, is that of note-issue. By the Act 
of 1844, the amount of notes the Bank could issue 
against securities, that is, the fiduciary issue, was 
rigidly fixed at £ 14 millions. Any further issue of notes 
had to be covered by gold bullion or coin. Since 1844 
and until 1914, no provision existed in England for the 
automatic increase of note issue either in times of excep¬ 
tional stringency or to meet the demand for additional 
currency arising from the normal economic progress of 
the country. This inelasticity was remedied largely by 
the growth of the cheque habit and the creation of bank 
money. But, even so, periodic crises occurred owing to 
the rigid provision of the Bank Act. Thus, serious 
crises which occurred in 1847, 1857 and 1866 were relieved, 
not by assistance of any provisions of the Act, but by their 
suspension, whereby the Bank was permitted to increase its 
fiduciary issue of notes. Again, during the crisis of 1914, 
at the outbreak of the last Great War, the Bank Act proved 
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a failure. The Government was prepared to suspend it 
again. But the emergency was met instead by the creation 
of a new form of money in order to satisfy the rising demand 
for cash. This amounted virtually to a suspension of the 
Bank Act. The Treasury was given authority to issue cur¬ 
rency notes in denomination of £i and ios., leaving the 
amount and manner of issue to the discretion of the Trea¬ 
sury. These currency notes issued by the Treasury, also 
known as Bradburies, superseded the gold sovereign, which 
disappeared from circulation. 

Critics of the Bank Act of 1844 pointed to these difficulties 
as a justification of their contention that the provisions of the 
Bank Act were extremely rigid and unsuited to modern re¬ 
quirements. Although during the difficult years between 1914 
and 1928 the position was modified by the issue of Treasury 
notes, critics pointed out that it confirmed their argument 
about the inadequacy of the Bank Act as the basis of the 
country’s credit system. It was also suggested that the in¬ 
elasticity of the British currency system was partly respon¬ 
sible for the prolonged post-war depression in Britain, while 
the more elastic system of the U.S.A., it was contended, 
had made possible the expansion of credit to keep pace with 
business requirements. 

In 1918, the Cunliffe Committee inquired into the con¬ 
ditions of currency and foreign exchanges after the War. It 
generally supported the underlying principles of the Peel Act 
of 1844, but conceded that modern conditions demanded a 
greater degree of elasticity in the currency mechanism. The 
main recommendations of the Cunliffe Committee were. 
(a) the absorption of the Treasury currency by the Bank 
of England ; (b) adherence to the principle of a legally fixed 
fiduciary issue as stipulated in the Bank Act of 1844 * 
(c) the retention of the elasticity provision of the Currency 
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and Bank Notes Act of 1914, which permitted the Bank of 

England, with the consent of the Treasury, to issue notes 

temporarily in excess of the fiduciary limit ; and (d) a return 

to the gold standard as soon as the Bank of England could 

successfully maintain a stock of gold not less than /iso 
millions. 


The recommendations of the Cunliffe Committee were 
generally accepted and embodied in two Acts. By the Gold 
Standard Act of 1925, the gold bullion standard was 
introduced, and the Bank was obliged to sell gold in 
quantities of 400 ounces or more at £3 17s. lod. per 
standard ounce and buy gold at £3 175. 9 d. per ounce. 
The Gold Standard Act abolished the free coinage of gold. 

Currency and Bank Notes Act, 1^28 .—The other Act, 
which was enacted following the report of the Committee 
on the Currency and Bank of England Note Issues, 1925. 
was the Currency and Bank Notes Act, 1928. This 
Act amalgamated the two types of notes in circulation, the 
Bank of England and the Treasury notes, and fixed 
the fiduciary issue at £260 millions. This figure repre¬ 
sented approximately the combined amount of the maxi¬ 
mum fiduciary issue of the Bank of England and the 
Treasury notes for 1927. All currency notes outstanding on 
November 22, 1928 were transferred to the Bank, which was 
also authorized to issue £1 and 105. notes. The Act also pro¬ 
vided that the fiduciary issue of £260 millions might include 
silver coin to an amount not exceeding £5^ millions. In the 
second place, the Act made provision to assure some degree 
of elasticity in the note issue. Thus, authority was given 
to the Treasury to permit a reduction or increase of the 
fiduciary issue. The Treasury minute authorizing such issue 
must be laid before both Houses of Parliament. Any 
authority so given is applicable for a period not exceeding 
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six months, but it may thereafter be renewed for a further 
period of six months, provided that no expansion or con¬ 
traction of the fiduciary circulation shall exist for more than 
two years without express Parliamentary sanction. 

The Currency and Bank Notes Act, 1939 .—The Currency 
and Rank Notes Act, 1939 which came into force 
from March of that year has brought about a note¬ 
worthy change in the note issuing system of Great Britain. 
The essence of the change is that in future the assets 
backing the Bank of England note circulation—gold and 
securities—are to be revalued each week at market prices 
and that any discrepancy between the resulting figure and 
the amount of notes outstanding is to be remedied not, as 
hitherto, by adjusting the issue to the backing, but by 
exactly the reverse process, namely, diminishing or increas¬ 
ing that backing, as the case may be, through transfers of 
gold or securities to or from the Exchange Equalization 
Account. Thus it is the outstanding volume of notes issued 
which becomes the determinant factor in the position of the 
Issue Department of the Bank of England. The note issue 
is no longer to be determined automatically by changes in 
the volume of the gold reserve. 

The main provisions of the new Act are those relating to 
the revaluation of the assets in the Issue Department and to 
the consequent adjustment of the fiduciary issue. The 
revaluation is to take place on the basis of market prices 
certified by the Bank of England. The first revaluation 
under the Act took place immediately after it received Royal 
assent. The initial operation, on the basis of the gold price 
then prevailing, raised the gold reserve in the Issue Depart¬ 
ment from £126 millions to £221 millions. In order to 
neutralize this surplus of £95 millions the fiduciary issue 
was reduced from the figure of £400 millions to £ 3 °° 
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millions which in future will be the ‘ normal ’ fiduciary 
issue, replacing the figure £260 millions provided for 
under* the Currency and Bank Notes Act of 1928. 
The new measure maintains the existing provisions 
for varying the fiduciary issue by Treasury minutes. 
Ihe immediate net effect of the gold revaluation and 
of the reduction in the fiduciary issue would thus 
have been to cancel some £5 millions of notes and cor¬ 
respondingly to reduce the reserve in the Banking Depart¬ 
ment. But to maintain the note issue at its former level, 
and in consequence to prevent a sudden contraction in the 
Reserve, the Bank of Engand bought some £5 millions gold 
from the Exchange Equalization Account. The new Act 
provides specially for such operations, stating that any 
gold bought or sold between the Issue Department and 
the Account is to be priced at the last weekly valuation of 
the Department's gold holding. Thus the authorities will 
have complete freedom to vary the amount of notes in issue 
by shifting gold to and from the Issue Department as well 
as by changing the fiduciary issue. There would thus 
be greater freedom of action. 

It should be emphasized that the new Act does not in any 
way prejudge the question of ultimate stabilisation. Further, 
it neither imposes any new restrictions on the issue of notes 
nor removes any restrictions that are now in existence. It 
is true that the authorities have very large powers to alter 
the note issue, since they can buy and sell gold between 
the Account and the Department without recourse to the 
market and can alter the fiduciary issue, at least tempora¬ 
rily, by order. But these powers are not conferred upon 
them by the present Act. The first is implicit in the Finance 
Act of 1932, which set up the Exchange Equalisation 
Account, and the second was conferred by the Currency 
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and Bank Notes Act of 1928. Between them, these powers, 
create a very elastic system of note issue ; but the present 
Act neither adds to its elasticity nor subtracts from it. 

The new Act, however, is the first explicit recognition of 
the principle that it is the size of the note issue that deter¬ 
mines the size of the reserve, and not vice versa. This 
principle is explicit in the short run in the provision for 
week-by-week adjustment of the reserve and it is implicit in 
the long run too, for there is no doubt that if the public were 
to demand more notes than the total fixed under the Act, 
gold would be sold to the Department or the fiduciary issue 
raised. 

The Two Departments 

By the Bank Act of 1844, the Bank of England has 
been divided into two separate departments, one for the 
issuing of notes and the other for ordinary banking business. 
This division is also useful in the allocation of the profits of 
the Bank. For the profits of the Issue Department go to* 
Government, while the profits of the Banking Department 
are available for distribution to shareholders. 

The activities of the Bank in both its Issue and Banking 
Departments are revealed in its weekly return. The follow* 
ing is the Bank return for the week ended February 3, 1937 * 


ISSUE DEPARTMENT 


Notes Issued: 

In Circulation ... 

In Banking 

Department ... 

£ 

457,311.181 

56,349.479 ; 

Government Debt 
Other Government 
Securities 

Other Securities ... 
Silver Coin 

i - 

11,015,100 

187.879.505 
1.091.347 
14-050’ 



Amount of Fidu¬ 
ciary Issue 

200,000,000 

1 


Gold Coin and Bul¬ 
lion 

313,660,660 

1 

513,660.660 


513,660,66a 
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Proprietor's 

Capital 

Rest 

Public Deposits 


Other Deposits— 
Bankers 96,105,653 


Other 

Accounts 38,273,601 


j Government 

1 *4-553-O0O Securities 

3.607,319 

12,214,103 Other Securities — 

1 Discount 
I and Ad¬ 
vances ... 8,520, 709 
Securi¬ 
ties ... 18,927,669 


/ 


Notes 

Gold & Silver 

1 34 * 379 .254 - Coin 


'64,753*676 


£ 

80,449,242 


27*44^*378 

56,349.479 

506,577 

'64,753,676 


Issue Department 


Liabilities. —Notes issued represent the entire liability o i 
the Bank. Notes in circulation consist of notes in the hands 
of the public and in the vaults of banks. Notes held 
in the Banking Department are not in circulation, 
and represent the difference between the total notes issued 


and the notes in circulation. 

Assets. —'I he assets held as cover against notes are divided 
into (a) the fiduciary portion and (b) gold. The fiduciary 
issue is backed chiefly by government securities and silver coin 
which must not exceed £5^ millions. Government debt 
represents the loans made by the Bank directly to the govern¬ 
ment. Other government securities consist of government 
bonds. Treasury Bills, etc., while other securities include 
commercial bills, bonds, stock and foreign exchange. Gold 
coin and bullion represent the monetary stock of gold of 
the Bank and constitute the cent per cent cover which must 
be maintained against notes issued in excess of the fiduciary 
issue. 



120 


BANKING PRINCIPLES, PRACTICE AND LAW 


Banking Department 

LIABILITIES 

The Proprietors’ Capital .—Like the Government Debt, 
this also has been unchanged since 1833. It is represented 
by fully-paid stock, which earns about 12 per cent on the 
nominal amount. 

The Rest is a general reserve of the Bank, representing 
the accumulation of undivided profits, and the balance of the 
Profit and Loss account. It is never allowed to fall below 
£3,000,000, and its gradual, increase during the year gives 
stockholders some indication of the profit likely to be avail¬ 
able for distribution. 

Public Deposits represent the sums standing to the credit 
of the Government Departments. They vary with the col¬ 
lection of income-tax, payment of dividends on Government 
stock, etc., while an important influence upon them is the 
incidence of Treasury bill payments and maturities. 

Other Deposits are the deposits of the Bank's other 
customers, including the balance of the other banks whose 
business is primarily domestic in character, shown separately 
as ' Bankers’ Accounts '. 

Movements in the item ‘Bankers’ Accounts ’ afford a 
fair indication of the disposable funds of the money market, 
and of the trend of financial affairs. Usually, Public 
Deposits and Bankers' Accounts vary inversely. Amounts 
paid by the Government as interest and dividend out of 
the former help to swell the latter, whereas Bankers’ Accounts 
are decreased and Public Deposits swollen when income-tax 
payments begin to flow in. The relation between these two 
items was very marked on the issue of War Loans, for these 
added enormous amounts to Public Deposits at the expense 
of the balance of the other banks. At times, however, the 
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relation has been obscured by heavy borrowings on the part 
of the Government from the Bank, causing public deposits 
and government securities to increase together. 

In general, a high level of Bankers’ Accounts indicates 
that the banks have a large surplus of unemployed funds, 
and is usually coincident with low interest rates and cheap 
money. If a monetary crisis or a disturbance of credit is 
impending, Bankers’ Accounts may rise suddenly at the 
same time as the Bank rate ; the rise in the Bankers’ 
Accounts indicates that bankers are strengthening their posi¬ 
tion by calling in loans or realizing securities, whilst the 
rise in the Bank rate indicates that the Bank finds it necessary 
to raise the rate of interest in order to protect its Reserve, 
check borrowing and restrict credit. 

assets' 

Government Securities represent the extent of the Bank’s 
investments in British Government stocks and Exchequer 
and Treasury Bills. They include also loans to the Govern¬ 
ment on ‘ Ways and Means Advances ' and ‘ Deficiency 
Bill’, a mode of borrowing money originally used to finance 
Government expenditure until the tax payments came in, 
and much resorted to during and after the War to tide over 
temporary shortage. 

Other Securities include the investments of the Bank in 
securities other than those under the first heading, and also 
advances to bill brokers and its customers other than the 
State. 

i 

Other Securities are sub-divided into Discounts and 
Advances and Securities, and the sub-division makes 
it possible to form a clearer idea of market indebtedness. 

1 See E. Thomas: Banking and Exchange, pp. 143-45. 



122 


BANKING PRINCIPLES, PRACTICE AND LAW 


Discounts and Advances are increased when the market 
borrows from the Bank, that is, when loans are taken or 
when bills are discounted on the market's initiative. On the 
other hand, when the Bank buys bills on its own initiative 
as part of its open market policy, the increase appears in 
Securities —in ‘ Government Securities ' when it con¬ 
sists of Treasury Bills and in ‘ Other Securities ' when it 
comprises commercial bills. 

A rise in Bankers’ Accounts coincident with a rise' in Dis¬ 
counts and Advances is generally evidence that bankers are 
strengthening their position. This drives market borrowers 
to the Bank for accommodation (in which event the market 
is said to be in the Bank ’), thus causing an increase in 
Discounts and Advances to coincide with an increase in 
Bankers' Accounts through the accumulation of funds in the 
hands of the banks. 

Reserve .— I he iast two items on the assets side, namely, 
notes and gold and silver coin, constitute what is known 
as the Bank's Reserve. The Reserve is the basis for the ex¬ 
pansion of credit by the Bank, and, under normal conditions, 
it is the key to the Bank rate. The amount of notes held in 
the Banking Department is the stock which banks can use 
for meeting their cash withdrawals. It also represents the 
amount of gold which the Bank can lose without any reduction 
in notes- in circulation or expansion of the fiduciary issue. 

In normal times the position of the Reserve affords an indi¬ 
cation of the discount and open market policy to be pursued 
by the Bank. 

Since the abandonment of the- gold standard, and also 
under abnormal conditions, the Reserve has ceased to be 
a determining factor in discount policy. Thus in December 
I 93 2 » when the British Government paid its War Debt 
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Annuity to the U. S. A., the Reserve sharply declined but the 
discount rate remained unchanged at 2 per cent. 

The ratio of the Bank’s Reserve to its deposit liabilities is 
known as the ‘ proportion It may be compared to the 
cash ratio of a commercial bank. Since, however, the whole 
credit system of the country depends upon the liquidity of 
the Bank, this * proportion ’ is considerably higher than the 
customary commercial bank’s ratio. It is not prescribed by 
law. But before 1914, it was maintained at from 45 to 55 
per cent. From 1914 to 1927 the average proportion ranged 
from 14 to 34 per cent. Since 1927 it has again increased. 
In the returns quoted above, the proportion stands at about 
39 per cent. 


II.— The Joint-stock Banks 

The joint-stock banks, sometimes also referred to as 
deposit or commercial banks, are, next to the Bank of 
England, the most important constituent of the London 
money market. These are the banks with which the public 
in general deals. They receive deposits from the public and 
are the chief lenders to trade and industry, the financial 
market and other borrowers. The establishment of joint- 
stock banks in London dates from 1833. As the advantages 
of joint-stock banking and the greater stability it offered to 
customers as compared with private banking were realized, 
there set in an amalgamation movement which has continued 
till recent times. In 1890, there were in England 104 joint- 
stock banks operating with 2,203 branches, while at the 
end of 1913 the number of banks was 43 with 5*797 branches. 
After 1917, there was a tendency for amalgamation to 
take place between the big joint-stock banks. Public opinion 
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was disturbed at the prospect of further concentration cul¬ 
minating in a ‘money trust A Committee was set up 
by the Treasury in 1918 to inquire into the dangers of the 
amalgamation movement. The committee recommended the 
adoption of legislation with regard to the submission of any 
proposal for further amalgamation for the approval of the 
Treasury and the Board of Trade. A Bill was drawn up for 
the purpose but it was withdrawn before it became law in 
view of an understanding arrived at between the banks and 
the government to the effect that no further arrangements 
for amalgamation would be entered into without the consent 
of the Treasury. The number of banks has, however, 
declined since the end of the last Great War. Since 1928, 
the number has remained stationary at sixteen. 

Of the joint-stock banks, the five biggest banks popularly 
known as the ‘ Big Five ’, control by far the largest bank¬ 
ing resources of Great Britain. They are responsible for 
about 80 per cent of the bank deposits in England and 
Wales. 

The five biggest banks are the Midland, Barclays, Lloyds, 
Westminster and the National Provincial. These along with 
six others are the London clearing banks, for they are the 
only members of the London Clearing House. The policy 
of an English commercial bank, it has been said, is a com¬ 
promise between three conflicting aims, namely, profitability, 
security and liquidity. 

The deposits the commercial banks receive are of two 
kinds, balances on current account and balances on deposit 
account ; the latter cannot usually be withdrawn on less 
than seven days' notice. The assets are distributed after 
providing for cash over a variety of forms so as to secure 
two main objects, firstly liquidity and secondly profit. The 
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usual percentages of the London clearing banks’ assets to 
their deposit liabilities are of the following order: 


Cash on hand 

Balance at Bank of England 

Balances with other banks 
and items in process of 
collection 

Money at call and short 
notice 


... ! 5 per cent. 

.. 1 5 per cent. 


3 per cent. 
7 per cent. 


Bills discounted 


14 per cent. 


Investments 


16 per cent. 


Loans and Advances 


50 per cent. 


III.— Other Banks 

Banks other than the British joint-stock banks may be 
grouped into four main classes: 

(a) Private Banks .—These banks very much dwindled 

in importance since the development of joint- 
stock banking. Most of the private banks that 
existed were either liquidated or absorbed by 
joint-stock banks. These banks not only under¬ 
take ordinary commercial banking business, 
but also frequently underwrite domestic and 
foreign capital issues. 

(b) Colonial and Dontinion Banks .—This group con- 
- sists of those imperial banks whose head offices 

are in -London and whose activities are centred 
in some part of the Empire, and of those 
dominion and colonial banks which have opened 
offices in London. These banks finance foreign 
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trade, and act as financial and fiscal agents for 
loans raised by their respective countries in the 
London money market. These banks are an 
important constitutent of the London money 
market, for they not only originate bills of 
exchange but also figure as buyers of bills and 
thus contribute to the international character 
of the market. 

(c) Anglo-Foreign Banks .—These banks are formed 

in London under British law to facilitate inter¬ 
national business, generally with a given coun¬ 
try. They may again be subdivided into 
two further groups: the Anglo-South American 
banks and others. The Anglo-South American 
banks carry out operations similar to those 
undertaken by banks of the British Empire. 
The second sub-group consists of banks of very 
different types established since the last Great 
War, important among which are the British 
Overseas Bank Ltd., the Anglo-International 
Bank Ltd., the Anglo-French Banking Corpora¬ 
tion, the Imperial Bank of Iran and the London 
and Eastern Trade Bank. 

( d ) Foreign Banks .—This group includes all banks 

with head offices outside the Empire and having 
their offices in London and those banks which 
have been constituted under English laws but 
are controlled by foreign shareholders. No 
restrictions are imposed in England on foreign 
banks either in respect of establishing branches 
or their activities, nor are they subject to 
any special taxation. Like banks in the second 
group, branches of foreign banks supply bills 
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of exchange to the market, transact foreign ex¬ 
change business, and place their surplus funds 
in the short-term market. They bring a subs¬ 
tantial business to London because a large 
portion of the foreign trade of their respective 
countries is financed through them. 

IV— Acceptance Houses 

The acceptance houses are essentially merchant bankers. 

In their origin, they were merchant traders of international 
repute, and their acceptance business developed subsequently 
out of their business as pure merchants. Sir Robert 
Kindersley tendering evidence- before the Macmillan Com¬ 
mittee said, Practically every acceptance house of oid 
standing in this country commenced purely as merchants - 
trading with foreign countries and a great many of them, 
most of them, I think, are of foreign origin. To-day a 
great, majority of them are of English nationality and have 
merged their personalities in the country ’. In view of their 
business association with various countries, these wealthy 
merchant traders were in a position to obtain reliable credit 
information about other traders in those countries, and were 
thus willing for a commission to lend their names to, or 
accept, the bills of the smaller merchants. Finding this 
business profitable, these merchant traders gradually gave up 
their activities as merchants and developed more and more 
as acceptors of bills. 

1 he principal function of acceptance houses is, of course, 
accepting bills of exchange, thereby guaranteeing that the 
bills will be paid on maturity. Although they do not confine 
their activities to any particular country or commodity, yet 
each house specializes in trade in a certain commodity and 
with some particular country. 
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Jhe international reputation of the London accepting 
houses combined with the exceptional discount facilities avail¬ 
able in London and the maintenance of the free gold market, 
led to the use of the sterling bill for international transactions 
all over the world, and not merely for transactions in which 
England is concerned either as importer or exporter, for bills 
always tend to be discounted in the market in which they . 
are accepted. In view of the profitability of acceptance 
business, joint-stock banks have been actively competing for 
this work, which formerly was confined almost entirely to 
the accepting houses. 

Acceptance business suffered considerably during the few 
years prior to the outbreak of the present war. The growth 
of economic nationalism resulting in a dwindling of inter¬ 
national trade, imposition of foreign exchange restrictions in 
many countries and a standstill in international capital move- 

v 

ment, adversely affected the business of accepting houses. 
Some of the accepting houses have, therefore, tried to deve¬ 
lop new lines of business, such as banking proper or under¬ 
writing of new issues, but not always with success. It has 
also been suggested that, if the international trade bill should 
seriously fall off, the accepting houses should devote greater 
attention to developing the domestic trade bill. The accepting 
houses depend for their prosperity upon the financing of inter¬ 
national trade through the London market. If a policy of 
economic nationalism should become supreme, the accepting 
houses will either gradually disappear or will have to deve¬ 
lop new lines of activity. 

V._Discount Houses and Bill Brokers 

The organization of the discount market is the most charac¬ 
teristic feature of the London money market. London as a 
money market is unique in having a group of individuals 
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and firms, whose sole business is to discount bills of exchange. 
No other money market possesses such highly developed 
facilities for both borrowing and lending on the security of 
bills. In describing the unique character of the London 
discount market Truptil 1 says, ‘ The London discount market' 
is the most remarkable feature of the City, and is an insti¬ 
tution which has no equivalent in any other financial centre. 
It forms a sort of reservoir whose waterline registers the ebb 
and flow of monetary currents. The circle of houses which 
specialize in the practice of discounting constitutes a market 
wherein the offers of and demands for bills are adjusted 
against the offers and demands for money on day-to-day or 
short notice. They are the intermediaries through which 
the two markets, the money market and the discount market 
can communicate and complement each other.' 

The bill brokers are essentially intermediaries and act as 
a buffer between joint-stock banks and the Bank of England. 
They borrow money from the short-term market and employ 
the funds in discounting bills at a higher rate ; the difference 
between the two rates constitutes their profit. The bills are 
domestic trade bills, international trade bills and Treasury 
Bills. They mature in between one and six months, the 
majority maturing in three months. 

The discount market consists of ( a ) discount houses ; 
(6) private firms, and (c) running brokers. 

Of discount houses, there are three big public and four 
private companies. The three large public discount houses 
are Alexander's Discount Co., Ltd., the National Discount 
Co., Ltd., and the Union Discount Co., of London, Ltd. 
The resources of these companies consist partly of their own 
capital but mostly of the deposits they receive from the 

British Banks and the London Money Market, p. no. 
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public. They allow on their deposits a rate of interest 
slightly higher than that paid by joint-stock banks. In case 
of need, they may also borrow from the market for a day 
or for a week. The discount houses do not invest all their 
funds in bills. They retain a small reserve of cash in hand 
and in the bank, and a larger amount of short-dated gilt- 
edged securities. The greater part of the bills bought by 
these companies are for the purpose of holding, but some 
are retailed to banks. 


The second group of firms consists of seventeen private 
firms of bill-brokers which buy and sell bills on their own 
account. They discount bids mainly with tin* object of selling 
them again to banks at a rate of discount slightly lower than 
that at which they themselves have discounted the bills. They 
transact their business mostly with borrowed capital, and thus 
appear in the market as borrowers of short-term^money and 
dealers in bills. Those bill brokers and the discount houses 
are in fact the chief users of money at call and short notice 
which is an important item in all bank balance-sheets. 

There are, in the third place, a few running brokers in 
the discount market. They operate only as intermediaries 
between tin* buyers and the sellers of bills, and never act 
on their own account. They work on commission basis and 
need very little capital of their own. They* have an intimate 
knowledge of the makers as well as of the buyers of bills, 
and are thus useful members of the money market. 


The Bank of England and the Money Market 

We have already explained in chapter IX how the Bank 
of England controls credit. This control, it may be em¬ 
phasized, works out through the machinery of the discount 
market. Whenever joint-stock banks want to replenish their 
cash, they usually call in some part of these loans to the 
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discount market. If only one or two banks were to call in 
their loans, bill brokers might obtain funds from other banks. 
But this is not possible when all the banks begin to 'with¬ 
draw their funds from the market. The bill brokers are then 
compelled to obtain money from the Bank of England, either 
by obtaining an advance at usually a half per cent over 
the Bank rate, or by rediscounting some of their bills. At 
such a time the market is said to be ‘ in the Bank.' 

It may be mentioned here that since about 1931, the 
staple of the short-time money market has undergone a 
considerable change. The trade bill has fallen off, 
and the bills held by the discount market are mainly Trea¬ 
sury Bills. As the yield on these bills is very low, bill 
brokers have been obliged to increase their holding of long¬ 
dated securities. 

The Exchange Equalization Account 

The Exchange Equalization Account or Fund was set up 
• to offset speculative movements in the sterling exchange. 
After the abandonment of the gold standard in 1931, sterling 
was exposed to both ordinary and speculative fluctuation. 
As this was detrimental to the national interest, the Exchange 
Equalization Account was brought into being on June 24, 
1932. In announcing the plan for establishing such an 
Account, the Chancellor of the Exchequer said in the House 
of Commons, ‘ It is essential for us to hold adequate re¬ 
serves of gold and foreign exchanges, in order that we may 

/ 

meet any sudden movement of short-dated capital and check 
and repel the speculative movements.’ In asking Parlia¬ 
ment to authorize the establishment of the Account, he again 
said, ‘The details of assets in the Account will not be pub¬ 
lished, but they may take various forms, either gold or 
sterling securities or foreign exchange. The new powers 
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combined with the powers already possessed by the Bank— 
on which of course the main responsibility for the manage¬ 
ment must continue to rest—will enable us to deal far more 
effectively than we have done hitherto either with an un¬ 
wanted inflow of capital or, if the alternative should again 
arise, with an outflow of capital from this country.’ The 
Account is thus intended to smooth out temporary fluctua¬ 
tions, while not interfering with the real causes that affect 
long-term trend. 

Although supposed to be a deparment of the Treasury, 
the Account is managed by the Bank of England. It began 
in June 1932 with assets of £150 million Treasury Bills, 
and added yet another £200 millions in June 1937. At the 
very beginning, the Account took over the Bank of England’s 
foreign exchange holdings against payment made in Trea¬ 
sury Bills. This operation relieved the Bank of its holding 
of fluctuating assets and provided the Account with 
considerable foreign exchange reserve. The Account also 
indemnifies the Bank from time to time for losses sustained 
in repaying foreign credits, for example, losses incurred by 
the Bank in connexion with repayment of credits obtained 
from the Bank of France and the Federal Reserve Banks 
in 1931. 

The account works in the following manner. If it should 
want to offset capital inflow, that is, a demand for more 
sterling, it provides the extra sterling required by selling 
some of its Treasury Bills. It gives up sterling and acquires 
foreign money which is being offered against sterling. It 
then uses this foreign money to purchase gold. When capital 
tends to flow out, the Account can offset this outflow by 
releasing some of its gold, and getting back sterling in 
exchange. 

The establishment of the Account has had another ad- 
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vantage. The Account, for example, can sell gold with a 
view to prevent a depreciation of the pound without dis¬ 
closing the fact, for the details of its working are not pub¬ 
lished. But sales of gold by the Bank would be reflected in 
its weekly statement. London has thus two reserves of gold 
and foreign exchange: that of the Bank of England which 
influences domestic credit conditions, and that of the Ex¬ 
change Equalization Account which fluctuates according to 
inflow and outflow of foreign funds without affecting domes¬ 
tic credit conditions. 

London as an International Financial Centre 

In spite of the threat of Paris and New York during a 
period of over a decade after the termination of the last 
Great War, London has continued to occupy a pre-eminent 
position among international money markets. There have 
been periods when this supremacy has been challenged by 
Paris and New York, but in the end London has emerged 
successful. Various factors are responsible for the leader¬ 
ship of London in the international money markets. In the 
first place, London's supreme position is a direct result of 
the financial and economic development of Britain. It is the 
greatest entrepot centre in the world. It developed its in¬ 
dustries and transport and banking services long before other 
nations appeared on the field. Its shipping and insurance 
services have world-wide ramifications and are taken ad¬ 
vantage of by many foreign countries. Great Britain 
possesses some of the most important commodity markets in 
the world, such as Manchester for cotton, Liverpool for grain 
and London for metal. As the metropolis of the Empire, it 
occupies a very important place as the market for most of 
the exotic products of the world, such as rubber, ivory, tea, 
jute, soya, spices and shellac as well as for wool and sheep- 
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skins. It has further the most well-developed short-term 
money market in the world and a world-wide insurance 
organization. Its acceptance and discount markets are 
responsible for international trade bills being generally drawn 
in sterling and financed through British financial institutions. 
Lastly, no other financial centre in the world has the ex¬ 
perience and training of London to handle international 
financial transactions. All these factors have contributed 
not only to the attainment by London of the leadership in 
international finance but also to the maintenance of this 
position by it, in spite of the vicissitudes she suffered during 
about a decade following the last Great War. It remains to 
be seen whether in the altered circumstances which the 
present war is bringing about, London will be able to main¬ 
tain its supremacy over New York after this war. 



CHAPTER XIV 


THE MONETARY SYSTEM OF THE U.S.A. 

The monetary systems of the U. S. A. and Britain reveal, 
like their respective political constitutions, one characteristic 
difference. - In Britain, the monetary system is the product 
of a slow evolutionary growth. In the U. S. A. it is essen¬ 
tially a creature of statutes. It may be added that in the 
monetary and banking systems that have been set up in 
various parts of the world during the last two decades or 
so, the American system has served as a model and has 
played an important role in most cases. 

I.—The Federal Reserve System 

It is a peculiarity of the American monetary system 
to be found nowhere else in the world that it possesses twelve 
central banks instead of one. These banks are known as 
the Federal Reserve Banks, and are the most important 
single factor in the American monetary system. 

We may very briefly recapitulate the banking develop¬ 
ment in the U. S. A. before the passing of the Federal 
Reserve Act of 1913. The first type of banks established 
was what are known as land banks. They owed their forma¬ 
tion to the fact that the early settlers had no asset other 
than land to offer. The next development in American 
banking is the formation of state banks, that is, banks 
formed under the various state laws. There were two 
classes of state banks, one in which the state in which the 
bank was formed participated, and the other consisted of 
banks whose capital was wholly subscribed by the public. 
All these banks could issue notes, and as there was no legal 
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obligation to maintain specie in reserve against notes, many 
of them came to grief. With a view to bring some unifor¬ 
mity into the banking and currency system of the country, 
the National Bank Act of 1863-64 was passed. The Act 
brought the national currency under Federal control. 
National banks which were formed under charters received 
from the Federal government under the National Bank Act 
could issue notes against government bonds deposited by 
such banks with the Treasury. Although not full legal 
tender, these notes were practically accepted as such. 
Further, the holder of such notes had the advantage that, 
should the national bank issuing the notes suspend payment, 
the Treasury would indemnify him against any loss. The 
Act also made for centralization of banking. Yet the crisis 
of 1907 showed that, in the absence of a central banking 
organization, the banking system as it existed suffered from 
many defects. In particular, the absence of an institution 
which could render effective assistance to banks in emer¬ 
gencies was keenly felt. A National Monetary Commission 
was set up in 1908 to enquire into the whole question. The 
Federal Reserve Act of 1913 was based mainly upon the 
recommendations of this Commission. 

The Federal Reserve Act of 1913 set up twelve Federal 
Reserve Banks, one for each Federal Reserve district. On 
the face of it, this system appears to be a decentralized one, 
and doubt may be expressed of the possibility of maintain¬ 
ing a uniform central banking policy under such conditions. 
Although, however, there are twelve Federal Reserve Banks, 
uniformity of policy has been assured by the establishment 
of a central co-ordinating body with the object of welding 
the separate Reserve Banks into a system. This body is 
the Board of Governors of the Federal Reserve System. 
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The Board of Governors of the Federal 

Reserve System 

As reconstructed by the Banking Act of 1935, the Board 
consists of seven members appointed by the President for 
fourteen-year terms with the advice and consent of the 
Senate. They receive salaries of $15,000 a year, and are 
not eligible for re-appointment after they have served a full 
term. Under the original legislation, the Secretary of 
the Treasury and the Comptroller of Currency were ex-officio 
members. Under the new Act, they have been made to 
retire, presumably with the idea of freeing the Board from 
official influence. Although the Governors are even now 
appointed by the President, their long tenure of office 
coupled with the fact that they are not eligible for re- 
apppintment should assure the independence of the Board. 


The Federal Reserve Board prescribes regulations govern¬ 
ing the methods and the procedure of working of 
Federal Reserve Banks where uniformity appears to be 
necessary. Thus discount rates, although fixed by individual 
Reserve Banks, are subject to review and determination by 
the Board. This assures a harmonious credit policy on the 
part of the various Reserve Banks. Open market operations, 
which constitute the most powerful instrument of Federal 
Reserve credit policy, are directed by an Open Market 
Committee composed of seven members of the Board and five 
representatives of the Reserve Banks elected by the directors 
by geographical areas. This Committee was created by the 
Banking Act of 1933. The Board has further power to 
change the reserve requirements of member banks under 


certain conditions and within certain, limits as well as power 
to prescribe margin requirements on certain types of security 
loans by brokers and banks. Under the Act of 1933, the 
Board also exercises special supervision over all foreign 
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operations of the Federal Reserve Banks. All these powers 
that are vested in the Board are sufficient to enable it to 
pursue and enforce a uniform credit policy for the whole 
country. 

The Federal Reserve Banks 

Although supervised by the Federal Reserve Board, these 
Banks are not government institutions, nor are they like 
ordinary commercial banks. Their capital is owned by 
member banks of the districts in which they are located, and 
they are enjoined to serve national interests rather than seek 
private gain. I he dividend on their capital is limited by 
statute to b per cent only. 

t ruler the Federal Reserve Act, all national banks are 
members of the Reserve Bank of their respective districts. 
State banks and trust companies may also apply for admis¬ 
sion to membership under certain eligibility conditions. A 
member bank must subscribe for stocks in its Federal Reserve 
Bank to the amount of 6 per cent of its own capital and 
surplus. Member banks have, however, been called upon to 

Pay in only 50 per cent of the amount of stock subscribed 
for. 

A Reserve Bank has nine directors, three of whom are 
appointed by the* Board of Governors of the Federal Reserve 
System, and one of these appointed directors is the chair¬ 
man of the board of directors and another the vice-chair¬ 
man. I he other six directors are elected by stock-holders, 
that is by banks in the district which are member banks. 

Of the elected directors, three must be actively engaged in 
commerce, agriculture or industry in the district. The Act 
°f *935 provides for the appointment by the directors, sub¬ 
ject to the approval of the Board of Governors, of a President 
to act as the chief executive officer of the bank for a term 
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of five years. A first Vice-president is appointed in the same 
way and for the same period. Other officers are appointed 
by the directors, with the approval of the Board in respect 
of salaries to be paid. 

Unlike foreign central banks. Federal Reserve Banks 
may engage only in those transactions and with such 
parties as are stipulated in the Federal Reserve Act. 
They have not unfettered freedom or discretion in 
their operations, but are subject to the supervision and 
guidance of the Federal Reserve Board. The Reserve 
Banks hold the statutory reserves equivalent to a fixed 
percentage of the net demand and time deposits which 
member banks have to maintain with them. It may be 
mentioned that, unlike the Bank of England, the Federal 
Reserve Banks do not maintain two separate Departments, 
and their statement of affairs does not show separately the 
activities of the Issue and the Banking Departments. 

Note Issue 

There were four kinds of paper money in use in the 

U. S. A. before the establishment of the Federal Reserve 
System. They were: 

1. Gold certificates, secured dollar for dollar by gold 

held in the U. S. A. Treasury, which could be 
increased or decreased only as the amount of 
gold in the Treasury increased or decreased. 

2. Silver certificates, secured dollar for dollar by 

silver coin in the Treasury, the amount issued 
being limited by law. 

3. United States notes (greenbacks of the Civil War). 

originally secured by nothing but the promise 
of the government, but subsequently covered 
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to the extent of about 45 per cent by gold, 
limited in amount by statute to $346,700,000. 

4. National bank notes, issued by national banks, 
secured by certain United States Government 
bonds carrying the circulation privilege, and 
limited to the amount of these bonds ; each 
national bank issuing notes being also required 
to maintain a 5 per cent redemption fund with 
the Treasury in Washington. 

These four kinds of paper currency were interchangeable 
dollar for dollar, one with another, although the security 
behind them was not the same in each case. Further, the 
amount in circulation of these forms of currency was fixed 
in a manner that could not provide an elastic currency. 
This defect was rectified by the issue of another form of 
currency, the Federal Reserve notes, under the Federal 
Reserve Act. The Federal Reserve notes were designed to 
provide elasticity, their issue being related to business or other 
activity ; for the assets against which they might be issued 
were those of the Federal Reserve Banks. The paper used 
as security under the original terms of the Federal Reserve 
Act represented agricultural products or other goods in 
process of production, or in movement from producer to 
retailer. The paper was required to bear the endorsement 
of a member bank, and its maximum maturity at the time 
of rediscount was ninety days, except in the case of agri¬ 
cultural paper which might run for nine months. An 
amendment to the Act during the last War provided that 
collateral notes of member banks secured by government 
obligations or eligible paper might be accepted as security 
against Federal Reserve notes. In 1932, by the Glass- 
Steagall Bill, the collateral was extended to include for a tern- 
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porary period government securities purchased by the 
Reserve Banks. y 

The Federal Reserve Banks must also maintain a reserve 

in gold certificates of 40 per cent against Federal Reserve 

notes, and it may be added that they have also to main- 

ain a reserve of 35 per cent in gold certificates or lawful 
money against their deposits. 

Between 1933 and 1935, the United States currency has 
undergone important changes. In the first place, gold certi- 
cates have practically been retired from circulation. Second- 
y, the volume of silver certificates has been increased under 
e ^cultural Adjustment Act as amended by the Gold 

^ SC n Ve * Ct ° f 1934 and the Silver P^^hase Act of 1034. 
Thirdly, National Bank notes have been retired with the 

redemption of the U. S. A. securities carrying circulation 

privilege. The U. S. A. currency has thus been consider- 

a y simplified, and by far the most important category of 

notes in circulation now is the Federal Reserve. 

II— Commercial Banks 

In the U. S. A., commercial banks may be chartered by 
both national and state governments. National banks are 
those organized under the National Bank Act of 1863 while 
state banks are subject to different state laws. The Federal 
Reserve Act sought to develop a more homogeneous banking 
structure by compelling national banks, and permitting state 
banks under certain conditions, to become member banks. 
For state banks, however, membership is only optional, and 
this fact constitutes an obstacle as much to developing one 
homogeneous banking system as to effective central banking 
control. The provision of the Banking Act of 1933, whereby 
after July 1, 1937, only member banks might have their 
deposits insured by the Federal Deposit Insurance Corpora- 
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tion was regarded as a move to induce non-member banks 
to join the Reserve system. The same Act imposed drastic 
restrictions on commercial banks undertaking investment 
banking operations. Formerly these banks conducted, 
along with commercial banking, security underwriting and 
distribution business. In accordance with the 1933 Act, all 
member banks have now either liquidated or divorced their 
security affiliation. ()! commercial banks and trust com- 
panics which conduct commercial banking business only, 
those in New York are by far the most important. The 
degree of banking concentration in New York is, however, 
much less than in London or Paris. 


111.—Investment Banks 

Prior to 1933, these banks used to carry on considerable 
commercial banking business also. I hey accepted deposits 
and invested a portion of their funds in short term credit 
instruments and collateral loan*. Since the enactment of 
the Banking Act of 1933, these investment banks could no 
longer conduct a securities business and a private banking 
bu*ip_e*> at the same time. Some of the institutions, there¬ 
fore, such as J. P. Morgan and Company and Drexel and 
Company gave up their securities business for private com¬ 
mercial banking, while Kuhn Loeb and Company, Speyer 
and Company and other* relinquished their deposit business 
in favour of investment banking. 


IV.—Accepting Institutions 
There are no comparable specialized accepting houses in 
the U. S. A. as in Britain. The most important accepting 
institutions in America are the member banks. Besides 
them, there are a number of private banking firms, foreign 
banking corporations and American agencies of foreign 
banks, which also engage in the business of creating accept- 
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ances. The acceptance business is largely in the hands of 
a tew leading financial institutions located in New York. 

V.— Bill Dealers 

These dealers consist of a group of private bankers and 
other firms which act as middlemen in the money market, 
dhey usually deal in securities and acceptances, while some 
of them act as brokers for commercial paper and as interme¬ 
diaries in the collateral loan and federal funds markets 
Most of these firms are located in New York. The dealers 
purchase bills outright and derive their profit by selling them 
at a higher price. The acceptance and discount market in 
New York is, however, of much less significance than in 
London. The most important market in New York is the 
stockbrokers' loan market. 

Federal Reserve Banks and Control of Credit 
As in all other central banking systems, the ability of the 
Federal Reserve Banks to control credit depends upon their- 
position as the ultimate source of cash, which is the 
base for building the credit superstructure. Cash in 
America consists of member banks ' deposits with the 
Federal Reserve Banks and currency, of which the most 
important is the Federal Reserve note. Before we describe 
the methods by which 'credit is controlled in America, a 
reference may be made to certain noteworthy differences 
between the British and the American practices. In Britain, 
the contact between the commercial banks and the central 
bank is indirect and works through the discount market. 

In America, the member banks borrow directly from the 
Reserve Banks, and there is always some amount of member 
bank indebtedness to the Reserve Banks. One consequence 
of this difference is that the rate of interest in the discount 
market is lower than the Bank rate in London, while in New 
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York the Bank rate is lower. Another significant difference 
is that commercial banks in England maintain with the 
central bank a balance equivalent to a certain proportion of 
their total deposits. This ratio that they maintain is only 
a customary one. In America, on the other hand, member 
banks have to maintain compulsorily a certain fixed propor¬ 
tion of- their demand and time liabilities with the Reserve 
Banks. 

Methods of Credit Control 
There are seven important methods of control in the field 
of Federal Reserve policy: 

(a) Tradition against borrowing .—It may appear 
strange to speak of tradition in America as 
exercising a powerful influence in the matter of 
credit control. But it is in fact an inheritance 
from the past. In the past, banks which used 
to borrow heavily and continuously from cor¬ 
respondents were looked upon with suspicion. 
This feeling has persisted even to-day, and 
member banks which borrow large amounts and 
continuously from the Reserve Banks are looked 
upon with disfavour. Accordingly, member 
banks which happen to be indebted to the 
Reserve Bank try their utmost to reduce their 
debt to it, and for a reason which has directly 
nothing to do with the cost of borrowing from 
the Reserve Bank. The result is that when a 
number of member banks are in debt, money 
generally becomes tighter and rates increase. 
On the other hand, when most member banks 
are out of debt, they are in a position to invest 
their funds and money rates become cheaper. 
As Reserve Banks have seldom charged rates 
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higher than those asked for by member banks 
from their customers, it would appear that tra¬ 
dition is probably more important than the dis¬ 
count rate in preventing continuous borrowing. 

(b) Discount Rate —A change in discount rate is 

important principally as a public recognition by 
a group of competent people of a change in 
the credit situation. But the discount rate has 
not played any significant role in America as 
a means to controlling credit. This was due to 
the fact that in America from 1921 till up to 
the banking crisis of 1933, Reserve Banks were 
always faced with the problem of dealing with 
incoming gold rather than with the necessity of 
attracting gold from abroad. The reserve 
ratio, that is, the ratio of reserves to total 
liabilities, has been so high during most of the 
life of the Federal Reserve System that it could 
be and has been ignored. Another difference 
from the British precedent has already been 
mentioned, namely, the practice that the dis¬ 
count rate should be above the market rate. 
This is due to the existence of a different 
money market structure in America as evi¬ 
denced by the fact that, unlike in England, 
member banks in America borrow directly from 
the Reserve Banks. 

(c) Open market operations .—Open market operations 

have been more important than alteration of 
discount rate as a means to controlling credit 
in the U. S. A. When the Reserve System 
desires a contraction of bank credit, its first 
operation has generally been not to raise the. 
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discount rate, but to sell securities in the open 
market ; when it desires an expansion of credit, 
it purchases securities in the open market. The 
effectiveness of purchases and sales of securi¬ 
ties in the open market as an instrument of 
policy lies generally in their influence upon 
member bank indebtedness to the Reserve 
Banks. Such purchases ' and sales do not 
ordinarily increase or diminish the amount of 
Reserve Bank credit in use. Purchases of 
securities, however, enable member banks to 
pay off their loans to Reserve Banks and thus 
make monev easier. Sales of securities, on 
the other hand, increase the borrowings of 
member banks and thus make money firmer. 
Open market operations are undertaken on the 
advice of the Federal Open Market Committee. 
(d) Direct Dealing with Individual Banks .—This 
method can only have a limited applicability 
for Reserve Banks would find it extremely 
difficult to ration credit among member banks. 
The relationship between the Reserve Bank and 
a member bank is largely impersonal. Further, 
if a member bank has eligible papers to offer, 
loans are granted as a matter of course. It 
may, however, be possible for the Reserve 
Banks to deal effectively with a limited number 
of banks, which may clearly be abusing the 
borrowing privilege by using Federal Reserve 
credit for too long periods in very large 
amounts, or which may obviously be expand¬ 
ing credit for speculative purposes. It may be 
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mentioned that the Reserve Banks are statu¬ 
torily enjoined to refuse credit to any bank 
which may be making undue use of bank 
credit for speculative purposes. But, as already 
stated, direct action can be taken against only 
a few banks which are clearly abusing their 
borrowing privileges. To apply it more gene¬ 
rally may place the Reserve Banks in a 
position in which they may have to assume 
responsibility for the management of member 
banks. 

(e) Publicity.—The views of the officials of the Federal 
Reserve System are made public through offi¬ 
cial publication of the System or through other 
forms of public statement, and these exert an 
influence upon financial conditions comparable 
in influence with specific instruments of policy. 
The statement issued by the Federal Reserve 
Board in February 1929 warning against ex¬ 
cessive use of credit for security speculation 
was a case in point. The Reserve System issues 
various publications concerning not only the 
System itself but also credit and business con¬ 
ditions. Thus, the weekly published statement 
of the affairs of the Federal Reserve System 
is one of the most revealing statements of any 
- bank of issue in the world. Among other 
publications are a weekly report of the con¬ 
dition of member banks in principal cities and 
a monthly bulletin containing a comprehensive 
review of credit and business conditions, both 
published by the Board of Governors. The 
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effectiveness of publicity as an instrument of 
control depends, however, upon the rarity of 
its use. 

(/) Changing Member Bank Reserve Requirements .— 
The Banking Act of 1935 confers upon the 
Federal Reserve Board a power to alter the 
reserve requirements of member banks. The 
amount of increase was limited to 100 per cent 
of existing requirements with a view presum¬ 
ably to allay apprehension of too severe action. 

T his instrument will be found useful at times 
when, for example, member bank reserves are 
too high to be absorbed by the sale of the 
entire government security holdings of the 
Reserve Banks. But as excess reserves of 
member banks are not likely to be evenly dis¬ 
tributed between them, resort to this instru¬ 
ment may hit some banks harder than others. 

(g) Adjusting Margin Requirements on Security Loans. 
—The effects of the boom of 1928-29 and the 
subsequent depression focussed attention on the 
necessity of instituting measures for curbing 
security speculation. The Banking Act of 1933 
contained two provisions for tackling this evil. 
First, it compelled commercial banks to give 
up investment banking business by relinquish¬ 
ing their security affiliates. Secondly, it placed 
certain restrictions on the availability of credit 
for carrying securities. This power, it will be 
noticed, is a somewhat paternal power, but is 
a real attempt to deal with abuses in the use 
of credit for security speculation. 
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New York as an International Financial Centre 

Before the last Great War, New York played an insigni- 
Meant role as an international financial centre. The U. S. A. 
Mas primarily a debtor country and New York lacked the 
other pre-requisites of an international money market. The 
last War transformed this position and New York's eminence 
in international finance dates from that time. The important 
factors in this development may be mentioned. In the first 
place, large sums were loaned during the War of 1914-18 
to foreign governments, which familiarized the American 
public with the problem of foreign investment. In the 
second place, the financing of foreign trade stimulated the' 
development of acceptance business, and made bankers 
familiar with the intricacies of the financing of international 
trade. Lastly, the War also made the investors and 
financial institutions in America more internationally minded. 
The period after the War up to about 1925 again favoured 
the growth of New York as an important centre of interna¬ 
tional finance. The dollar was then the most stable cur- 
ency freely convertible into gold. America also became 
the largest capital exporting country. The supremacy 
which New York attained during the period of financial 
instability in Europe was, however, considerably lost, parti¬ 
cularly as compared with London, when more or less stable 
conditions were restored in European countries. This fact 
demonstrates that New York had not been able to develop 
those features which could enable it to wrest the supremacy 
permanently from London but that its predominant position 
after the last War was in a large measure due to the break¬ 
down of the European financial centres. New York's 
supremacy was achieved in too short a period for it to 
acquire the training and experience necessary for a lead- 
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ing financial centre. The policy of freezing to a large 
extent gold inflows and the abandonment of the gold 
standard in 1933 for reasons which could not be considered 
compelling detracted from the prestige of New York as an 
international financial centre. Further, New York was 
unable to develop an acceptance market, which offers the 
best scope for investment of short-term funds, comparable 
to that in London. The most important constituent of the 
New York money market is the brokers’ loan market, the 
activities of which as the stock-exchange boom of 1929 
demonstrated, may lead to disastrous consequences. For 
all these reasons, and particularly since the abandonment by 
the U. S. A. of the gold standard in 1933, New York could 
not achieve ascendancy over London as a financial 
centre of international importance. It will be interesting 
to observe whether after the present War, which is wit¬ 
nessing the liquidation of British foreign investments and 
the transformation of Britain into a debtor country as 
well as American ascendancy in financial and economic 
matters, New York will wrest permanently from London 
the supremacy the latter has so long enjoyed in the inter¬ 
national financial sphere. 


CHAPTER XV 


THE MONETARY SYSTEM OF FRANCE 

The monetary system of France presents certain peculiar 
features. Although the outward facade is more or less the 

same as that of Great Britain or the U. S. A._a central 

bank, commercial banks, accepting institutions of some 

kind, a short-term money market being common features_ 

yet there are interesting differences between the character 
of the Ranking system and short-term money market of 
France and that of Britain or the U. S. A. For one thing, 
the Bank of France is in certain respects more like a big 
commercial bank than a central bank. For another, the 
short-term money market at Paris has never reached a 
high stage of development, and has played a role subordi¬ 
nate to that of the investment market. For yet another, the 
Government through the Treasury exert a direct influence 
on the money market, and the relationship between the 
Treasury and the Bank of France is unsatisfactory. The 
important financial institutions in France are the Bank of 
France, the Caisse des Depots et Consignations, the Treasury 
and the commercial banks. 

I.—The Bank of France 

The Bank of France is the most prominent institution of 
the French money market. Its influence on credit condi¬ 
tions is great, although it makes no claim to manage money 
or control credit, nor does it seek to dominate the money 
market. The Bank has, however, certain privileges and 
responsibilities which clearly make it a ‘ central bank ', as 
the term is normally understood. It receives its charter 
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from the Government and has the monopoly of note issue. 
In return, it makes a permanent loan to the Treasury with¬ 
out interest, pays a share of its earnings to the Treasury, 
and has to maintain a reserve in gold against notes and 
deposits. The Bank enters into relation with and carries 
out transactions in Paris for other central banks. In con¬ 
trast to all other central banks, the primary task of the Bank 
of France is to provide credit at a low rate to all who need 
it, whether banks or the general public, and other objects 
which are often considered to be the task of a central bank 
have been kept subsidiary to this main purpose. At the 
end of 1926, the Bank had about 661 branches and 
agencies. 


Organization and Administration 

The Bank of F'rance was founded in 1800 by Napoleon. 
I he law of 1803 formed the first official charter of the 
Bank ; and, although many new laws have been passed 
since then, the original law of 1803 has never been repealed. 
By this law the Bank of France which had previously been 
just another large bank with a certain amount of Govern¬ 
ment patronage came to be re-organized as a central bank. 
It could no longer be dissolved by the stock-holders, as its 
existence was now determined by the Government. 

Like most other central banks, the ownership of the Bank 
of France is entirely private, and is widely distributed among 
small investors. The control exercised by the stock-holders 
is, however, less democratically distributed than the owner¬ 
ship. hor only the two hundred largest stock-holders of 
French nationality are eligible to take part in the General 
Assembly of the Bank, which elects the fifteen Regents 
and three Censors forming the General Council. The stock¬ 
holders also assemble once each vear in the Gold Room of 
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the Bank to listen to the annual Report of the Governor, 
but their approval of the Report is not even invited. 

The management of the Bank is vested in a General 
Council, consisting of a Governor, two Vice-Governors, 
fifteen Regents and three Censors. The Governor and the 
two Vice-Governors are appointed by the President of the 
Republic, and are responsible only to him. The others are 
elected by the two hundred largest stock-holders of French 
nationality. The General Council must contain at least five 
representatives of manufacturing, industrial or commercial 
interests, and three Treasury officials. Less than half of the 
Council can therefore consist of bankers. Another note¬ 
worthy fact is that the large joint-stock banks have had 
relatively little influence in the Council, compared with the 
private and provincial banks, which, because they were 
organized earlier, have played a more important role in the 
development of the Bank. One result of this has been the 
ability of the Bank to act independently of the big com¬ 
mercial banks, but it has at the same time generated a 
feeling of competition between the Bank and the joint-stock 
banks, and made the latter unwilling to accept the leadership 
of the Bank in crises. 

The relationship between the Governor and the Council 
depends largely upon the personality of the former. It is 
the legal duty of the Council, acting through various commit¬ 
tees, to approve bills for discount, to issue notes, to invest 
reserve funds, to make rules for the internal management 
of the Bank, and to make sure that the Bank is conducting 
its operations within the law. The Governor is the execu¬ 
tive officer, and the Council can do nothing without his ap¬ 
proval. A strong Governor can ordinarily lead the Coun¬ 
cil. It will be evident that, although the Bank is privately 
owned, the Government can exercise considerable influence 
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over it through the Governor, the Vice-Governors and the 
Treasury representatives on the General Council. 

Note Issue 

The Bank of France began to issue notes as soon as it 
was founded in 1800. Originally it was, without exclusive 
privileges, merely authorized to issue notes. Since 1848, 
it has been the sole bank of issue in France. 

I he principle that has been followed from the very begin¬ 
ning in the matter of issuing notes is that ‘the guarantee of 
bank-notes ought not to be sought in the capital funds of 
the Bank, but in the bills which it discounts In thus 
stressing commercial paper as security behind notes rather 
than gold reserves or Government securities, the Bank of 
France followed the principles of what came to be known as 
the ‘ banking school ’ in England, whereas the English Bank 
( barter Act of 1844 incorporated the principles of the 
‘currency school '. 

By the original Act of 1803, the Bank of France was given 
the monopoly of note issue in Paris only. No important 
change in the method of note issue was made until the crisis 
of 1847 endangered the metallic reserve. In that year, the 
minimum denomination of notes was lowered from 500 to 
200 francs, and a temporary expedient was adopted which 
later became a permanent policy, namely, the setting of an 
upper limit to the total circulation—350 million francs for 
the Bank of France, and 102 million francs for the nine 
departmental banks combined. The serious plight of the 
departmental banks in 1848 led to the Bank of France 
obtaining the complete monopoly of note issue in France, 
the nine departmental banks being transformed into branches 
of the Bank of France. Since 1847-48, the denomination of 
the notes had been lowered from time to time until in 1871 
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the issue of 10 and 5 franc notes was authorized, and the 
legal maxima to the total issue of bank notes had also 
been altered during periodic crises. This setting of a 
maximum limit was known as the ‘ plafond ’ system. The 
* plafond ’ was raised in 1870, 1884, 1893, 1897, 1906 and 
1911 in which year it stood at 6,800 million francs. Specie 
payment was suspended and the ‘ plafond ’ was raised to 
12,000 million, and in 1925, to 58,500 million. The 
monetary law of 1928, which gave effect to the stabilization 
of the franc, did not abandon the original principles of 
note issue in France. The rules for rediscounting, which 
form the basis of a large part of the issuing of notes, were 
not changed. But as this device was not considered suffi¬ 
cient to protect notes from over-issue by other means, the 
Bank was also required to hold 35 per cent reserve in gold 
coin or bars against total notes in circulation and deposits. 
The obligation to redeem notes in gold was restored, but 
since the Bank was given option to pay out coin or bars 
and to set its own conditions in respect of minimum amounts 
and fineness, the legal resumption of specie payments did 
not restore gold to circulation. 

The Bank of France and Foreign Exchange 

9 

Until 1914, the Bank had taken no part in foreign ex¬ 
change transactions. During the last Great War, the Bank 
began to take more active interest in the market, mainlyt 
selling through regular dealers enough exchange from the 
proceeds of its foreign holdings to stabilize the market. In 
1924 and 1926, these operations became more frequent for 
the purpose of counteracting foreign speculation against the 
franc. When in 1926, the scheme for the stabilization of the 
franc was evolved, exchange operations of the Bank formed 
an integral part of it, and the Bank organized a department 
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which began operations in October 1926. Through its 
purchases, the value of the franc was gradually raised, and 
after December it helped to keep the value of the franc 
pegged until June 1928, when the legal, stabilization of the 
currency no longer made such purchases and sales necessary. 
Nevertheless, the foreign exchange department of the Bank 
still exists and operates as the principal factor in the exchange 
market. The importance of the department was demons¬ 
trated when the dollar exchange was fluctuating greatly. 

1 he aid it gave to the dollar was reciprocated in May 1935 
when the stabilization fund of the U. S. Treasury supported 
the franc. In this way, the establishment of the foreign 
exchange department marks another step in the develop¬ 
ment of co-operation between central banks and in the 
adjustment of domestic policies to the exigencies of the inter¬ 
national situation. 

II .—Caisse des Depots et Consignations 

7 he C aisse des Depots et Consignations constitutes the 
most unusual, and often the most important, French financial 
institution. Its greatest development has been since 1926. 
Its assets have approached those of the Bank of France, and 
by lending or not lending, it has at times even decided the 
fate of Governments. Its operations, however, are conducted 
so discreetly that it has attracted very little public atten¬ 
tion, and is more or less unknown outside France. ' 

The Caisse was established in 1816 when public confidence 
in banks was rudely shaken. Its purpose was to keep in 
safety funds entrusted to it by individuals and by the courts, 
and the money put up a$ bond by certain government offi¬ 
cials. The types of funds which have increased rapidly since 
the last War are not those which were originally in existence. 
The new types of funds are the savings bank deposits and 
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social insurance funds. The various social Insurance Acts 
which have been enacted in France have greatly widened 
the scope of state-administered insurance, and the Caisse has 
received the full benefit of this circumstance. Although it 
cannot advertize, the insurance it offers has many advan¬ 
tages over that offered by private companies. The guaran¬ 
tee of the state is behind it, and, further, it is free from 
certain legal restrictions imposed upon private companies. 
The result is that the volume of insurance written by the 
taisse since the new social insurance Acts were passed 
between 1828 and 1933 has increased much more than that 
written by private companies. The savings bank deposits 
have constituted in recent years by far the largest part of 
the Caisse’s liabilities, amounting at the end of 1931 to 
two-thirds of the total. By a law in 1837 deposits of pri¬ 
vate savings banks had to be transferred to the Caisse. 
The deposits of postal savings banks are also entrusted to 
its management. Savings deposits increased rapidly since 
the stabilization of the franc, partly owing to renewed con¬ 
fidence in the Government as the result of the return of 
sound money and partly owing to loss of confidence in 
banks and in securities investments during the depression 
years. The maximum amount that an individual may 
deposit is now fixed at 20,000 francs. This limit for many 
years before the last war was placed at 1,000 francs and has 
been changed from time to time and stands now at 20,000 
francs. 

Management 

The management of the Caisse is entrusted to a Commission 
consisting of a representative of the Treasury, the Governor 
of the Bank of France or one of the Vice-Governors, the 
President of the Chamber of Commerce of Paris, one of the 
presiding judges of the Court of Accounts, two Cabinet 
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Ministers, two Senators and two Deputies. Actually this 
Commission entrusts the real direction of the Caisse to the 
Director, who is appointed by the President of the Republic, 
upon the nomination of the Minister of Finance. 

The Caisse and the Money Market 

The Caisse invests its very large funds in short, medium 
and long-term loans. A certain portion has to be kept in 
liquid form in order to meet demands for withdrawals of 
saving deposits, payments of insurance and other sums for 
which the Caisse is liable. A part of this is maintained in 
cash, and a larger amount is kept on deposit with the Bank 
of France. Another amount is kept on deposit at the 
Central Fund of the Treasury, while the rest of the short¬ 
term 'funds are invested largely in the notes of French and 
foreign Governments, or in loans granted against the 
security of such notes. 

The Caisse influences the short-term money market in 
many ways. It is the largest holder of the two-year Treasury 
notes, and in a large measure controls this market. It also 
holds such notes as collateral for loans granted to banks and 
individuals. The rate of interest charged by the Caisse for 
loans against Treasury notes is lower than that levied by 
the Bank of France, with the result that banks often ac- 
proach the Caisse rather than the Bank for short term 
accommodation. The influence of the Bank in the money 
market is thus seriously affected. The lending activity of 
the Caisse could be carried on without any unfavourable 
reaction upon the leadership of the Bank of France, if the 
two institutions worked in close co-operation. There is a 
slight official connection between the two institutions ; for 
the Governor of the Bank is an ex-officio member of the 
Council of the Caisse. But this link is not a close one, and 
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the policies of the Bank and the Caisse have sometimes been 
in conflict. The objects of the two institutions are different. 
The primary function of the Caisse is to safeguard the funds 
entrusted to it, not, like the Bank, to manipulate interest 
rates or to control gold movements. The former is merely 
concerned with the safety, liquidity and profitability of its 
assets. Yet its funds, like those of the Treasury, are so 
large that, unless they are skilfully handled in co-operation 
with the Bank and the Treasury, they are bound at times to 
exert a disturbing influence on the money market. 


Caisse and Long-term Investments 

A very large part of the funds of the Caisse is by law 
invested in securities issued or guaranteed by the govern¬ 
ment. It is the largest single holder of French government 
securities. Until 1931, ninety per cent of the savings bank 
deposits had to be invested in government and semi-govern¬ 
ment securities. The law of March 1931 allowed investment 
in industrial issues as well, but under special safeguards. 
Thus the Minister of Finance must approve the list of such 
issues drawn up by the Director of the Caisse. 

From the position of the Caisse as a holder of long-term 
securities, especially government and semi-government, 
certain consequences follow. From the point of view of the 
government the interdependence of the Caisse and the 
French Rente may prove dangerous. From 1926-1932, the 
increase in savings deposits made the Caisse a very strong 
supporter of the Rente. When, however, the movement, 

reversed, it became a menace to the credit of the Govern- 

• 

ment, for, in any emergency, the Caisse may be forced to 
sell its holdings of the Rente which would create panic in the 
market and undermine public credit. In the second 
place, when a number of banks were in extreme difficulty 
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in the depression years, it was generally believed that the 
Caisse helped them not only to give loans but also by 
purchasing the stock. Such action has dangerous possibi¬ 
lities. For, if the Caisse which now controls all savings 
bank deposits and a large part of insurance funds, should 
acquire control of the banks by purchase of their stock, 
it might achieve a dangerous monopoly of all financial tran¬ 
sactions in the country. 

III.—The Treasury 

The Treasury is an important financial institution in 
France. It does not always act through the Bank of 
France, but may directly intervene in the money market 
in many ways and influence conditions therein. 

Treasury Borrowing 

Whenever the Treasury is short of funds, it borrows in 
the open market by issuing Treasury notes. This borrowing 
is handled by the Treasury directly from its central office 
by means of three to twelve months notes sold to banks and 
other investors, and should be distinguished from long-term 
borrowing, as well as from the National Defence notes, 
which are administered by a separate branch of the Treasury, 
the Caisse d’ Amortissem'-ent. Negotiations for the sale or 
issue of Treasury notes are usually carried on directly with 
the principal banks, without calling upon the Bank of 
France for any special assistance. The state of the market 
determines the amount of notes to be issued and the rate of 
interest to be paid. Notes of three months maturity or less 
have always been eligible for rediscount by the Bank of 
France with the borrower’s endorsement, while notes of 
longer maturity were admitted to special privileges by the 
Bank in 1935 and could usually be used as security for 
loans from the Caisse des Depots et Consignations. Banks 
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were therefore enabled to hold large quantities of notes 
without endangering their liquidity. 

All long-term debts contracted by the Treasury since 1926 
are managed by a separate office called the Caisse d’ 
Amortissement . It also managed all debts contracted during 
the last War and up to 1926. Its first duty was to take over 
the short-term National Defence notes and redeem them as 
far as possible and to refund the rest in notes of at least 
two years’ maturity. The Caisse d’ Amortissement is admi¬ 
nistered by a council of twenty-one members including 
representatives of the Treasury proper, the Bank of France 
and of the Caisse des Depots et Consignations. The Director 
of the latter is the head of the financial committee of the 
Caisse d ' Amortissement , and the two institutions work 
in close collaboration. 

Loans by the Treasury 

The Treasury has the right to invest its funds as it pleases. 
One of its most important short-term investments during and 
after the war has been in foreign exchange. But when the 
Treasury no longer needed foreign currencies, it would sell 
them independently of the Bank of France, which might also 
be carrying on the same operation. 

The Treasury has also the right to make long-term loans. 
This privilege has produced many difficulties in France as 
it has sometimes been used for political purposes. Thus 
after 1926 when the government had surpluses for some 
years, loans were made, not always with sufficient care, to 
a number of countries whose friendship was considered 
desirable on political grounds. 

The Treasury and the Bank of France 

It is a peculiar feature of the French monetary system that 
the relation between the. Treasury and the central bank 
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is rather loose, although this situation appears to be in 
conformity with the Bank's anxiety to maintain its inde¬ 
pendence of the Government. The Treasury in France is in 
many respects an independent financial institution. It 
performs many functions which are of a banking character. 
The Treasury has its own central fund, where Government 
receipts are often hoarded in actual cash and deposits are 
kept for administrative bodies like the Caisse des Depots et 
Consignations, the city of Paris and the Departments. Until 
1926, individuals and banks were allowed to have deposit 
accounts with the Treasury on which 3 per cent interest was 
paid. 

The Bank of France handles, of course, a large part of 
Government receipts and disbursements, particularly since 
1926. Yet the relation between the Bank and the Treasury 
is neither verv close nor of much assistance to the money 

J 

market. There is little co-operation between them in matters 
of policy. For example, apart from such funds the Treasury 
may maintain with the Bank, the latter knows nothing 1 of 
the status of the Treasury’s funds, of what foreign balances 
it holds, nor of the policy in regard to them. It may be 
mentioned that during 1930 and 1931, the Treasury was 
selling foreign exchange when the Bank was refraining from 
doing so. Further, the Bank is not always consulted as 
to the conditions under which a new issue of notes is to be 
placed in the market by the Treasury. 

IV.— The Commercial Banks 

An important factor in the development of banking insti¬ 
tutions in France is that the country’s principal industry is 
agriculture, not manufacture or trade. There has been 
less emphasis upon commercial banking than upon the in¬ 
vestment of savings deposits. Cash transactions prepon- 
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-derate over credit transactions, and the use of the cheque 
has been limited. The result is that an important source 
of earning for commercial banks has been the investing of 
funds for their customers, while investment and private 
bankers have tried to attract deposits to augment their 
funds for placement. 

The commercial banking system of France has developed 
with comparatively little government regulation or super¬ 
vision, and may be classified into four main, groups: 
{ a ) credit banks or banques de depots, (6) investment banks, 
or banques d'affaires, (c) local and regional banks and {d) pri¬ 
vate banks, or hautes banques. 

Credit Banks 

The credit banks—the grandes societes de credit —are the 
most important group of banks, and may be compared with 
English joint-stock banks. They provide short-term loans 
to trade and industry and also discount trade bills. They 
are also in close contact with the small investor, who usually 
buys his securities over their counters or upon their advice. 
The distribution of securities constitutes an important busi¬ 
ness for the credit banks. With their numerous branches 
and agencies all over the country, they collect the surplus 
funds of the public and do a large business in distributing 
securities to it. These securities may be either domestic or 
foreign. The banks cannot deal directly on the Bourse or 
the Stock Exchange, but they have their own counters inside 
the Stock Exchange premises from which they issue buying 
and selling orders for their customers, and are thus in closer 
contact with the security market than are banks in most 
other countries. Unlike the German banks, however, the 
French credit banks do not directly participate in business 
enterprises, but merely act as distributors of their securities. 
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The three largest of the credit banks are the Credit Lyon¬ 
nais, the Societe Generate, and the Comptoir National d' 
Escompte. They are the leaders in the commercial banking 
sphere. They have a network of branches and agencies all 
over the country. Jn addition to these three institutions, 
there are two others of a definitely metropolitan character, 
although not so large as the others. They are the Credit 
Indnstnel et Commercial and the Banqne Nationale pour le 
Commerce et VIndustrie. 

Banques d Affaires or Investment Banks .'The investment 
banks are chiefly concerned with the provision of long-term 
finance for business establishments, and engage in com¬ 
mercial banking to only a small extent. Their main busi¬ 
ness consists of floating government loans, underwriting 
industrial loans, x and organizing new industries or re-orga- 
nizing old ones to a point where their issues can be offered 
to the public. Sometimes the manager or a director of the 
investment bank may have a seat on the board of direc¬ 
tors of a client company, but it is considered advisable to 
exercise control by other indirect means. The relation of 
the investment banks with the public is partly direct, and 
partly indirect, through the commercial banks, with whom 
they stand in close relationship. They may be compared 
with the security affiliates formerly associated with American 
banks, with this difference that whereas the security affiliates 
were dependent on the mother bank, the French investment 
banks have an independent existence. 

The investment banks depend mostly upon their own 
capital supplemented by funds left with them by capitalists. 
They accept deposits from the public, but the greater pro¬ 
portion of these deposits are time deposits. During the last 
War and for some years after the War, however, some of 
the investment banks, owing to lack of investment opportu- 
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nities, had begun to solicit deposits from the public with 
a view to do more commercial banking business. They 
expected in this way to make up for the declining earnings 
of their securities departments. 

The most important investment banks are the Banque de 
Paris et des Pays-Bas and the Banque de VUnion Parisienne. 
The former institution engages primarily in investment bank¬ 
ing and is responsible for the development of many indus¬ 
tries as well as for placing many foreign issues in the French 
market. The Banque de V Union Parisienne was interested in 
general commercial banking business, even before the last 
War, in addition to its main business of investment banking. 

Private Banks 

The most highly specialized investment banks are the 
private banks or the hautes banques, many of which belong 
to international banking families such as Rothschild, Hottin- 
guer, Mallet and Varnes. These banks do not undertake 
general banking business, nor do they accept deposits from 
the public. Their activities are quite varied. Some of them 
manage their own business. Their customers are usually 
the big industries. Their main business is to invest their 
funds in French Rentes or issues of other governments. In 
view of their international connexions, the big private banks 
have always been influential in financing international trade, 
and have played a role similar to that of merchant bankers 
in England. The smaller private banks also operate in the 
foreign exchange market and do an acceptance business. 
The smaller banks usually serve as feeders either to the 
large investment banks or to the large private banks. 

Local and Regional Banks 

Alongside the large credit banks, there are in France a 
large number of local banks and a few regional banks. In 
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France, the development of branch banking on the part of 
the big commercial banks has been mainly by the establish¬ 
ment of new branches, and not by the absorption of existing 
local banks. The local banks have met this competition 
from the large credit banks partly by combining themselves 
with other institutions in a particular locality and thus form- 


ing regional banks, and partly by the advantage they have 
in view of their intimate knowledge of local conditions. 
During the depression years, a number of local banks suffered 
badly and some of them failed. 

Some of the local banks are intimately associated with 
local industries, which they finance. Such banks are in the 
nature of investment banks. Others carry on a commercial 
banking business only. Generally speaking, the local banks 
do not maintain as liquid a position as the big commercial 
banks do. 


9 

The Bank of France and Control of Credit 


The emphasis of the Bank of France as a central bank 
has been rather on service than on control of the money 
market. This is evidenced, in the first place, by the fact 
that it advances money to or rediscounts paper for any 
borrower, bank or private individual who satisfies its eligi¬ 
bility requirements. This character of the Bank is also 
manifested, in the second place, in its policy of maintaining 
the discount rate low and in changing it much less frequently 
than other central banks. The stability of the rate has been 
considered as important as its low level. 

The Bank's Discounts and Advances 


The discount facilities of the Bank of France are available 
to all borrowers provided the paper offered satisfies 
the essential requirements, namely, that the paper bears 
three signatures, is of short maturity, and arises out of a 
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genuine transaction. The Bank charges a uniform discount 
rate to all borrowers, and does not allow any favoured rate 
to special customers of very good credit standing, as some 
central banks do. The strict requirements for discount have 
placed the Bank in a disadvantageous position in modern 
times. In the past, it had few competitors and its volume 
of rediscounts was large. With the growth of the large 
commercial banks and their activities, there has set in a 
decline in the discounts of the Bank of France. The Bank 
has thus gradually become, in a sense, more a banker’s bank 
than a commercial bank. 

The Bank has not only suffered from the competition of 
commercial banks in the matter of rediscounts, but the qua¬ 
lity of paper brought to it has also deteriorated. The 
commercial banks can offer preferential rates for the best 
bills and have thus been able to secure them. As' the 
Bank’s rate is a little higher, the commercial banks would 
suffer a slight loss if they were to take these bills to the Bank 
for rediscount. In actual practice, however, the big commer¬ 
cial banks hardly ever rediscount with the Bank, not only 
because of the financial loss involved, but also because of 
loss of prestige which such a transaction would entail. It 
is considered to be equivalent to a confession of weakness if 
any of the big banks of Paris should try to rediscount bills 
with the Bank of France. They would rather borrow from 
each other or on their Treasury notes at the Bank or the 
Caisse des Depots. 

Besides rediscounting commercial and Treasury Bills at the 
official discount rate, the Bank of France makes other forms 
of advances at other rates. It grants loans against bar gold 
or securities. Originally the securities could only be 
French Government securities of fixed maturities. Subse¬ 
quent legislation enlarged the group of eligible securities to 
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include bonds and stocks of French railways, and securities 
of French cities and departments, of French colonies and 
protectorates and of the Credit Fonder and the Sodete 
General Algerienne. 

The Bank and the Discount Rate 

It has been the consistent policy of the Bank of France 
excepting during one period between 1852 and 1861 to main¬ 
tain a stable and low discount rate. An attempt was made 
during 1852-61 to stop the gold outflow by raising the dis¬ 
count rate from time to time. Although this achieved 
partial success, it roused great public criticism. A Commis¬ 
sion of Enquiry was appointed by the Emperor in 1865-66, 
and the Bank was practically forced to abandon its new 
policy and return to the earlier practice of stable and low 
discount rates. It should, thus, be evident that the discount 
rate has not the same meaning in France as in other coun¬ 
tries. It is not generally used to control the volume of credit 
for the purpose of regulating production and prices. 

The Bank and Open Market Operations 

The Bank of France does not engage in open market opera¬ 
tions except to a very limited extent. It is not authorized to 
buy or sell Government bonds or commercial bills on its own 
account, except in a very limited form. French public opinion 
has always been opposed to giving the Bank this privilege 
on the ground that it would expose the Bank to risk of loss 
and also rouse suspicion of its having manipulated the 
market, and, further, that in the other countries this had 
sometimes led to inflation. 

Under the stabilization law of 1928, the Bank of France 
was permitted to buy and sell bills and short-term securities 
for the account of foreign central banks at their request. 
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This was intended as a measure of reciprocity for services 
rendered to the Bank by other central banks, and cannot be 
regarded as a privilege to undertake open-market operations, 
for the initiative for such operations does not lie with the 
Bank of France, but must come from foreign central banks. 

The only effective method of influencing credit conditions 
by open-market operations available to the Bank of France 
is dealing in foreign exchange. But as this operation must 
affect at the same time the external value of the currency 
and therefore the exchange rate, it has not been resorted to 
for influencing credit conditions. 

It would appear from the foregoing considerations that the 
question of controlling the volume of credit by the central 
bank is not so important in France as in other countries. 
The Bank of France is primarily concerned with main¬ 
taining easy credit conditions. Further, it has to share its 
influence in certain respects in the money market with the 
Caisse des Depots et Consignations, the Treasury and the 
big credit banks. This peculiar position of the French 
money market is accounted for by certain traits of French 
economy. For one thing, the use of bank credit is much 
less important in France than in England or America. For 
another, one of the main problems of the French financial 
system is the collection and safe investment of the small 
savings of numerous small investors. For yet another, the 
investment market in Paris is much more important than the 
money market from both the foreign and domestic points 
of view'. 

Paris as an International Financial Centre 

Neither before or after the last Great War or 
the stabilization of the franc in 1928, has Paris 
ever been an important international financial centre. 
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There are many reasons why this is so. In the first 
place, compared with London, Paris is not a great 
entrepot centre. Nor is it like London or New York,, 
situated in a very wealthy and highly industrialized country. 
In the second place, the international trade of France 
has not been so important as that of England, and there has 
been almost a complete absence of financial transactions 
arising out of French shipping and insurance services to 
other countries. In the third place, the short-term money 
market of France is not well developed. The facilities for the 
safe and liquid investment of short-term funds in Paris are 
very poor. The acceptance market in Paris is almost negli¬ 
gible. A beginning has, however, been made in 1929 by 
the formation of the Banque Fran^aise d’ Acceptation, which 
is intended solely for acceptance business. The only aspect of 
international finance in which Paris has been interested is 
foreign long-term investment. Even here, the intrusion of 
political considerations has detracted from the influence and 
prestige of Paris as an investment 'market. Lastly, Paris 
has not been able to develop as a well-organized and well- 
knit money market on account of the jealousy existing 
between different financial institutions as well as unwilling¬ 
ness on their part to co-operate. Thus the leadership in 
the Paris money market is divided between the Bank of 
France, the Treasury, the Caisse des Depots et Consigna¬ 
tions and the big commercial banks. All these factors have 
militated against Paris developing as a leading international 
financial centre, in spite of great opportunities, as, for 
example, when the franc alone- was on the gold standard 
after this standard was abandoned by both England and 
America in 1931 and 1933 respectively. 



CHAPTER XVI 

THE MONETARY SYSTEM OF GERMANY 

Although the development of banking in Germany dates from 
the seventeenth century,—the first joint-stock bank being, 
however, founded in 1848,—it bears strongly the impress of 
three statutes, namely, the Laws of 1875, 1924 and 1934. 
The distinguishing characteristic of the German banking 
system, which provides the classical example of continental 
as opposed to British banking practices, is that German 
banks actively participate in the development of industrial 
establishments. The German system is therefore usually 
referred to as a mixed as opposed to a purely commercial 
banking system. One result of this is that a functional 
classification of German banks is more difficult than in the 
other monetary systems we have so far studied. 

\ 

The Reichsbank 

The origin of the Reichsbank goes back to 1765 when 
the first bank of issue in Germany, the Koenigliche Bank, 
was founded. It was established as a state institution. In 
1846, it went into liquidation but was reorganized as the 
Preussische Bank by an Act in 1847 which admitted private 
shareholders. The reorganized bank continued until 1875, 
when it was again reconstituted as the Reichsbank or the 
Imperial Bank of Germany. The main purpose of the Act 
of 1875 was to unify the German banking system by bring¬ 
ing it under the control of a central institution, in the 
administration of which the state should have a part. The 
Reichsbank was again drastically reorganized in 1924 in 
accordance with the Dawes Plan. The shares of the Bank 
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are privately held, although the Bank is under the control 
of the Reich. 

The Reichsbank is Germany’s central bank. It super¬ 
vises the German, monetary system, holds the gold reserve 
of the country and is the ultimate source of credit. It was 
the principal and is since 1933 the sole bank of issue. In 
1875, there were 33 other banks with the privilege of note 
issue, and the number declined to only four by 1906. 

The main functions of the Reichsbank are to regulate 
the supply of currency, provide clearing facilities and control 
credit. In addition to issuing notes, the Bank discounts 
certain specified types of commercial paper, makes loans 
against certain types of collateral and engages in open 
market operations. 

Management : Under the law of 1924, the administrative 
functions of the Bank were in the hands of 'an advisory 
committee, a managing board and a general council. 
The advisory or central committee of twenty-one members 
was elected by . the general assembly of shareholders. 
These members represented various professions. The 
managing board was appointed by the President of the 
Bank, subject to the approval of the general council. The 
general council was composed of fourteen members, seven 
of whom were Germans and seven foreigners. The Presi¬ 
dent of the Bank was to be elected from among the seven 
German members by a majority of nine members—six of 
whom had to be Germans—subject to the approval of the 
President of the Republic. The general council elected one 
of its foreign members to serve as the Commissioner of 
•Currency. 

Radical changes in the management of the Bank have 
been effected since 1924. In accordance with the Young 
Plan in 1930, the foreign element in the general council was 
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abolished, and the number of members was reduced from 

fourteen to ten consisting exclusively of Germans. The 

Commissioner of Currency was also to be a German. 

Further changes were introduced by the law of 1938. The 

general council was abolished, and provision was made for 

the appointment by the Reich President of a managing 

board. The Reich President now nominates the President 

of the Bank for four years on the suggestion of the directors 

of the Bank. The Reich President also nominates for 

period of twelve years the directors of the Bank proposed 

by the Reichsbank President. Under certain conditions the 

Reich President may dismiss the President and directors of 
the Bank. 

Note Issue : Until 1933, four banks apart from the 
Reichsbank, had the privilege of note issue. The aggregate 
amount issued by them was small and was fixed at a maxi¬ 
mum of 194 million marks by the law of 1924. These notes 
were not legal tender. The note-issue privilege of these 
banks was terminated by a decree in 1933 as of December 
1935 - 

By the law of 1924, the Reichsbank must maintain against 
its note issue a reserve of at least 40 per cent in gold and 
foreign exchange, of which 30 per cent must be in gold. 
Foreign exchange eligible as cover for notes consists of 
notes, foreign bills of not more than fourteen days’ maturity, 
and sight drafts drawn on banks of known standing in 
important financial centres. The balance of the cover against 
note issue is to consist of discounted domestic and foreign 
bills of exchange with a maturity not exceeding three months. 
Under the 1924 law, the reserve can be allowed to fall 
below the legal minimum under certain conditions. Thus, 
the reserve can be reduced in an emergency subject to (a) 
the imposition of a graduated tax on the difference ; (6) the 
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maintenance of the discount rate at a minimum of 5 per 
cent ; and (c) the increase of the discount rate from the 
minimum as the reserve falls. 1 his system, thus, has the 
great merit of elasticity, for extraordinary demands can be 
met without difficulty by increasing the fiduciary issue in 
the manner prescribed by law. Since July 1931, the reserve 
has fallen below the statutory requirement, but the Bank 
rate has not been proportionately increased. The provision 
that the discount rate must not fall below 5 per cent if the 
minimum legal reserve is not maintained was suspended 
until September 1934 by a presidential decree issued in 
September 1932. The provision for the imposition of a 
graduated tax and the 5 per cent minimum discount rate 
when the reserve should fall below 40 per cent was abrogated 
by the amendments passed in 1933. Further, while the 
40 per cent metallic reserve against notes is maintained, 
these amendments provide that a concurrent resolution of 
the central committee of stockholders and of the directors 
of the Reichsbank can empower the Bank to let the metallic 
reserve fall below the legal minimum. The effect of this 
provision, as stated by a noted authority, is as follows: 
‘As it has also been laid down that the securities thus 
bought (by the Reichsbank in the open market) are to be 
equivalent to bills for the purpose of note cover, and as the 
gold and foreign .exchange cover is practically of little 
importance, there are practically no longer any limits to 

the issue of notes. Actually the Reichsbank is no 

longer a note issuing Bank in the old sense, but a Bank to 
provide money for the state, i.e., for the tasks which the 
new state has set itself in the new Reich'. 

Under the Act of 1924, the Reichsbank has also to main- 
tain a reserve against its demand deposits. The reserve is 
to be 40 per cent liquid assets consisting of demand 
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deposits at home and abroad, cheques on other banks, loans 
payable from day to day, and bills of exchange of a maturity 
not exceeding thirty days. 

Other Public Credit Institutions 

Apart from the Reichsbank, there are a few public credit 
institutions in Germany, the principal among which are the 
Gold Discount Bank, State banks, Reichscreditgesellschaft. 
Besides these, there exist the smaller provincial and com¬ 
munal banks. 

Golddiskontbank or Gold Discount Bank .—The German 
Gold Discount Bank was founded in March 1924, with the 
object of providing credit to German industry, and in parti¬ 
cular to those engaged in foreign trade. It was intended 
to serve as a central bank for foreign transactions to supple¬ 
ment the Rentenbank which could issue an exclusively 
internal currency only, namely, the rentenmark. The Gold 
Discount Bank was therefore given the right to issue notes 
in English pounds, which, however, were to circulate only 
outside the country. The privilege was never exercised and 
was withdrawn under the Bank Law of 1924. 

Although originally the capital of the Gold Discount Bank 
was divided into two equal series, A and B, the former fully 
paid-up being taken up by the Reichsbank, and the latter 
being acquired by a consortium of banks upon payment of 
25 per cent, the Reichsbank acquired in 1925 the 'B' series 
of shares from the private banks in exchange for Reichsbank 
shares. Since that time, the Gold Discount Bank has 
become an integral part of the Reichsbank. The manage¬ 
ment of the bank vests in the President of the Reichsbank 
and certain members of the board of directors of the 
Reichsbank. 

The Gold Discount Bank often acts as a subsidiary to the 



176 BANKING PRINCIPLES, PRACTICE AND LAW 

Reichsbank and performs such functions as the Reichsbank 
is prohibited by law from undertaking, and in particular the 
shifting of short-term funds into the capital market. It 
accepts deposits, and is not, like the Reichsbank, debarred 
from paying an interest on deposits. The scope of operation 
of the bank was broadened in 1930, and it was authorized 
to issue bonds up to five times its capital and reserves. 
Its primary function now is to finance foreign trade, parti¬ 
cularly when long-term credit is required, for example, in 
trade with Russia, Turkey and other countries, and in the 
administering of blocked marks used to foster foreign trade. 
The bank also played an important part in the task of the 
re-organization of the commercial banks in 1932. 

The State Banks .—Besides the Reichsbank, four state 
banks had the privilege of note issue, the Bayerische Noten- 
bank, the Saechsische Bank, the Badische Bank and the 
Wurtembergische Notenbank. This privilege was terminated 
by a decree in 1933 as ot December 31, 1935- Apart lrom 
these four banks, there are other state banks which had no 
power to issue notes. I hese state banks do not operate for 
profit Their principal function is to act as bankers to their 
respective governments. They are supervised by the states 
and their earnings go to the state treasuries. Their opera¬ 
tions are generally confined to states, and communal or 
co-operative organizations within the state territories. 
Personal credit is advanced to a small extent only. 

The most important state bank is the Prussian State Bank, 
generally known as the Seehandlung . Next to the Reichs¬ 
bank, it is the most important public bank in Germany. 
On account of its huge deposits, on, which, unlike the Reichs¬ 
bank, it can pay interest, the Seehandlung exercises consi¬ 
derable influence in the money market. It is one of the 
largest lenders and borrowers in the market. It is also the 
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principal lender against stock-exchange securities. In view 
of losses sustained in 1926 on some of its private transac¬ 
tions, it has restricted its activities to dealings mainly with 
banks. All engagements of the bank are guaranteed by the 
Prussian state, which also receives the net profits made by it. 

The Reichs-Kredit-Gesellschaft. —Although this institution 
is in the nature of a commercial bank, it is indirectly owned 
by the Reich. It is an interesting example of private banking 
activity on the part of the state. Its entire share capital 
is held by the Vereinigte Industrie Aktien Gesellschaft, 
usually referred to as the Viag, which is owned by the 
Reich. The Viag is a holding company for managing the 
Reich Government’s interests in business enterprises. It has 
no branches, but nevertheless has close connexion with all 
provincial institutions and bankers. It has been able to 
maintain its position quite well in the face of competition 
from the big commercial banks. 

Provincial and Communal Banks. —These are small public 
institutions situated in provinces, cities and communes all 
over the country. Their business resembles that of state 
banks in the smaller states. This group includes local 
savings banks, central clearing institutions (Giro Zentralen) 
and land banks. 

The land banks are maintained by provincial govern¬ 
ments. Their functions are partly to give agricultural' 
mortgage credit, partly to give financial assistance to sub¬ 
ordinate local authorities, and partly to act as regional; 
central banks to the savings banks. 

The German savings banks have a comparatively long 
history, the first being established in Hamburg in 1778. 
They were established with the purpose of promoting 
saving, particularly among the less well-to-do sections in 
society. They are almost exclusively the creation of muni- 

12 
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cipal authorities, which guarantee their solvency. In each 
state, they are regulated by law or administrative decree. 

Above the savings banks and municipal banks, which are 
the primary organs of the communal banking system, were 
erected the district Giro Zentralen, and the Deutsche Giro 
Zentrale, Berlin, the latter, established in 1918, being the 
central clearing institution for the whole Reich. The main 
purpose of this higher Giro organization was to operate 
payments by book transfer (Giro payment) between one 
local bank and another, to which the task of distributing 
liquid balances between the banks was 'also added. 

Commercial or Private Credit Banks 

German credit banks originated in the fifties of last 
century. The first joint-stock bank, the A. Schaffhausen- 
scher Bankverein., was founded in Cologne in 1848. Since 
then, joint-stock banks have been established throughout 
the country both in Berlin and in provincial towns, until 
by a process of merger and concentration, they have come 
to be controlled by what are known as the Grossbanken or 
big banks. The leading Grossbanken comprise the four 
D-Banken, namely, the Deutsche Bank, the Disconto 
Gesellschaft, the Dresdner Bank and the Darmstaedter and 
Nationalbank, and, in addition, Berliner Handels- 
Gesehschaft, and the Commerz-und Privat-Bank. Follow¬ 
ing the collapse of the banking system in July 1931, there 
has been a further process of reorganization, as the result 
of which the following banks remain, as the most important 
German credit banks: the Deutsche Bank and the Disconto- 
Gesellschaft, the Dresdner Bank, the Commerz-und Privat- 
Bank, the Berliner • Handels-Gesellschaft and the Reichs- 
Kredit-Gesellschaft. The latter, although a commercial 
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bank in its operations, belongs to a holding company which 
again is owned by the Reich. 

The joint-stock banks do ordinary commercial banking 
business and engage in long-period financing of industries. 
The distinctive characteristic of joint-stock banking in 
Germany is the integration of branches of finance which 
elsewhere are often separate. This characteristic is a com¬ 
bination of British deposit banking with the long-term 
finance associated with the French banques d'affaires. In 
fact, the rise of German joint-stock banks has gone hand 
in hand with the industrialization of the country. Banks 
which assist industries with long-term loans usually have 
their representatives on the boards of the industrial establish¬ 
ments they finance. A characteristic feature of mixed 
banking has been for the banks to permit capital develop¬ 
ments by taking overdrafts on current accounts. Later 
these loans have been repaid by issuing securities. If the 
securities can be easily disposed of, this method of financing 
presents no serious difficulties. Until the depression of 1929 
this system worked on the whole quite satisfactorily. But 
the experiences of the slump of 1929 were very unhappy. 
On the Continent particularly, many banks suffered great 
losses on account of industrial losses, with the result that in 
many countries legislation has compelled banks to separate 
their commercial from their industrial banking business. 
Thus, in the U.S.A., deposit banks have had to abandon 
their security affiliates. 

The commercial banking activities of the German joint- 
stock banks are similar to those of the deposit banks in 
other countries. They accept deposits, extend short-term 
credit, discount trade bills and finance stock exchange 
transactions through collateral loans. 

The end of the*last Great War witnessed a great change 
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in the German banking practice. The War transformed 
Germany from a creditor into a debtor country. The great 
impoverishment of the country aggravated by the effects 
of the inflation made the importation of foreign capital 
essential for the re-organization of industries. After the 
currency was stabilized on the adoption of the Dawes Plan, 
in 1924, foreign capital began to flow into Germany. In 
1930, these foreign deposits comprised about 35 per cent 
of the total deposits of the commercial banks. In addition 
to these deposits, German banks obtained from abroad a 
large amount of acceptance (reimbursement) credits for 
account of their customers. In. these circumstances, German 
banks had to maintain a large portion of their funds in 
liquid assets. Nevertheless, dependence on foreign funds 
to such an extent implied a constant danger that would 
materialize immediately foreign funds would begin to be 
withdrawn for any reason. This danger did manifest itself 
when the result of the elections of September 1930 caused 
considerable anxiety abroad. Foreign, funds began to be 
withdrawn, and foreign credits cancelled. The situation 
became worse when the precarious position of the Austrian 
Credit Anstalt became known. Loans were obtained from 
the Bank of International Settlement, and the central banks 
of England, America and France, but they failed to ease 
the situation. The collapse of the largest German textile 
concern, the ‘Nordwolle* led to a run on the Danat Bank, 
which suspended payment. This in turn led to runs on 
other banks. The situation became so serious that the 
government had to intervene and afford relief by adopting 
various measures including the establishment of two new 
institutions with a view to strengthen the banking structure 
in general and, in particular, to assist the weak institutions. 
Further, a decree of September 1931 instituted government 
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supervision of banks. An office of a Reichs-Gommissioner 
for Banking and a Banking Board were set up for the 
purpose. 

In September 1933, a Commission of Inquiry was 

appointed ‘to inquire what functions should be given to 
the German banking system in order that German socialism 
may become a reality’. In December 1934, a Banking 
Act, which continued and broadened the banking super¬ 
vision instituted in September 1931, and embodied the main 
recommendations of the Commission, was placed on the 
statute book to become operative from January 1935. 

The Bank Law of 1934 

This Act regulates all banks with the exception of the 
Reichsbank, the Golddiskontbank, the Post Office and 

certain other institutions of an official or special character. 
The government is empowered to declare other types of 

business firms as credit institutions and doubtful cases are 

decided by the Banking Commissioner. 

Liquidity Provisions .—The Act is designed to ensure the 
safety of the banking system not only by bringing it under 
the control of the government, but also by regulations 
governing the liquidity of banks. 

% 

The law provides that* the cash reserve of banks must 
not fall below a stipulated percentage of the total liabilities 
less savings deposits to be fixed by the Supervisory Board. 
In addition, every credit institution must maintain a minimum 
ratio between its current liabilities and its secondary reserves. 
These reserves shall consist of commercial bills with not 
more than 90 days to run and securities which will be 
accepted as guarantees for loans by the Reichsbank. The 
ratio is to be fixed by the Supervisory Board and may differ 


182 banking principles, practice and law 

according to the type of institution concerned, but must not 
exceed 30 per cent in any case. 

Holdings of stocks, excepting those representing permanent 
participation, and bonds not quoted on the German stock 
exchanges, must not exceed a percentage to current liabilities 
to be fixed by the Supervisory Board according to the class- 
of credit institution concerned, but limited in any case to 
a minimum of 5 per cent. The total investments in real 
estate and permanent participations must not exceed capital 
and reserves of the institution concerned. 

Loans .—Unsecured credits exceeding RM 5000 may be 
granted only on the presentation by a borrower of a state¬ 
ment of affairs or a balance sheet, thus fully revealing his 
financial condition. Loans granted to a single individual 
must not exceed a certain percentage of the bank's capital 
to be fixed by the Supervisory Board. The law considers 
all affiliated companies as a single borrower. When the 
total indebtedness of one borrower at one credit institution 
exceeds RM 1,000.000 during a month, it is termed large 
credit and must be reported to the Banking Commissioner. 
The latter may inform the banks concerned if a borrower 
has obtained large credits from several institutions. This 
information should prove useful in preventing big business 
houses playing one bank off against another. 

Savings Deposits .—These are defined as deposits of money 
that serve the purpose of investment and not of current 
payments. Withdrawals are permitted only against presen¬ 
tation of the savings book, and not through the clearing 
system or by cheque. The Act also provides that savings 
deposits shall be specially invested according to regulations 
published by the Supervisory Board. 

Supervision .—The control over the banking system is a 
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three-fold one: (a) the Supervisory Board, ( b ) the Bank¬ 
ing Commissioner, and (c) the Reichsbank. 

The Supervisory Board resembles and replaces the Bank¬ 
ing Board established in 1931. It is established at the 
Reichsbank and consists of seven members, namely, the 
President of the Reichsbank Directorate as Chairman, the 
Reichsbank Vice-President as Deputy Chairman, a person 
to be nominated by the Leader and Chancellor of the Reich, 
and the State Secretaries of the Ministries of the Interior, 
Finance, Economic Affairs and Food. 

The Board, it will be observed, is intimately connected 
with the various executive departments of the government 
and with the Reichsbank. The object of this close associa¬ 
tion is to facilitate the adoption of a uniform system of 
control. Decisions and other orders of the Board are made 
by its Chairman. The functions of other members are 
mainly of a consultative character. In the event of the 
opposition by any member to a decision, it is referred to 
the government for final disposal. 

The primary function of the Board is to safeguard the 
banking and credit system and to remove any defects found 
in it. Besides the specific duties and powers of the Board 
relating to capital structure, liquidity and the clearing 
system, the law gives the Board a blanket authority over 
all banking matters. The Act states that it is the duty of 
the Board to eliminate abuses in banking, to institute 
appropriate measures when a bank is in difficulty and to 
require independent auditing of the yearly balance sheets 
of all credit institutions. The Board may also issue basic 
rules governing the management of the banks. I he Board 
is further entrusted with judicial powers in connexion with 
the hearing Of appeals against the decisions and rulings of 
the Banking Commissioner in certain cases. It has 
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authority to issue instructions governing the activities of the 
Banking Commissioner. 

The Banking Commissioner .—This official alone comes 
into direct personal contact with banks in the discharge 
of his duties. He is appointed by the Chancellor of the 
Reich on the advice of the President of the Reichsbank, 
and is responsible for the administration of the Act in 
accordance with instructions issued to him by the Super¬ 
visory Board. 

The Commissioner is in charge of the issue of licenses for 
the establishment of new banks, and has wide powers over 
the establishment and continuance of banks. He can order 
banks to be liquidated and can decide whether the officials 
of a bank are trustworthy and suitable for their positions. 
He virtually controls short-term money rates through his 
ability to declare, as binding, majority decisions of central 
organizations regarding interest rates and the restriction of 
competition, and through his powers to issue such regulations 
himself, should central organizations fail to come to an 
agreement. He has almost unlimited rights to demand 
information about the business of banks. The degree of 
control exercised by the Banking Commissioner becomes 
evident when it is borne in mind that only certain of his 
rulings and orders can be referred for final judgment to 
the Supervisory Board. In all other cases, his decision is 
final and irrevocable. 

The Reichsbank .—The Reichsbank has indirectly, if not . 
directly, great powers of control over the credit and banking 
system. Its direct powers under the Act are limited, for 
example, the right to demand statistics from bunks, the 
determination of the form in which they shall be supplied and 
the demanding of explanations of balance sheets and profit 
arid loss accounts. But its indirect influence is great in view 
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of the fact that both the President and the Vice-President of 
the Reichsbank are leading members of the Supervisory 
Board. 

Banking in Germany, it will be noted, is subject to a dual 
control. The Reichsbank has power to control credit, and 
is also invested with certain other powers under the Bank 
Law of 1934. It is thus in supreme control in so far as the 
quantity of credit is concerned. The qualitative control over 
credit is exercised by the Supervisory Board and its execu¬ 
tive officer, the Banking Commissioner. The two aspects of 
control are, however, harmonized by the close relation which 
exists between the respective authorities. 

The Reichsbank and Control of Credit 

The duties of the Reichsbank after its reconstitution in 
1924 are four in number, namely, the control of the discount 
rate and of the operations undertaken by the Golddiskont- 
bank, the rationing of credit and direct action on banks. 
The Reichsbank is prohibited from carrying out open market 
operations. In contrast with the Federal Reserve Banks, 
which rely mainly upon open market operations for control¬ 
ling credit, the Reichsbank depends primarily upon the dis¬ 
count rate to achieve the same object. 

Discount Rate .—In its discount rate policy, the Reichsbank 
has sought to regulate the flow of credit and maintain the 
stability of the German exchange. In view of the importance 
of foreign funds to Germany, exchange considerations have 
played an important part in this policy. Apart from this the 
Reichsbank has tried to maintain interest rates low and to 
divert funds from the money market, when conditions in it 
were very easy, to the capital market. 

In pursuing these objectives in its discount rate policy, 
the Reichsbank has been faced with considerable difficulties. 
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In the first place, the great dependence on foreign funds has 
introduced a complication, for, if the discount rate was raised 
to discourage speculation and internal expansion of credit, 
foreign funds flowed in and made conditions in the money 
market easy. On the other hand, if it was lowered to dis¬ 
courage the inflow of foreign money, banks found it profitable 
to borrow from the Reichsbank and expand credit. In the 
second place, during 1924 and 1925, market rates were 
always lower than the discount rate. The discount rate was 
therefore practically ineffective. Further, joint-stock banks 
had another access to funds, in foreign markets, in times of 
difficulty. Up to August 1926, the time up to which the 
Reichsbank kept the mark pegged to the dollar, banks and 
industrial establishments could either obtain funds from the 
Reichsbank, or borrow abroad and sell their foreign bills of 
exchange to the Reichsbank. The unpegging of the dollar, 
however, and the consequent risk of loss from exchange 
fluctuations, caused the banks partially to abandon this 
method of obtaining marks through the sale of borrowed 
foreign exchange. In the third place, control of the money 
market by the Reichsbank was rendered difficult during the 
first few years following stabilization by the independent 
actions of such institutions as the State Railway and the 
Post Office, which controlled large funds. 

The crisis of 1931 witnessed a distinct change in the 
Reichsbank’s discount rate policy. The banking crisis of 
that year, which led to the adoption of rigid foreign exchange 
restrictions, the freezing of foreign balances by means of 
stand-still agreements, and the impossibility of obtaining 
foreign credits, brought to an end the Reichsbank's policy of 
regulating the discount rate with a view to conditions in 
foreign markets. Since the middle of 1931, the discount 
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rate policy has been determined primarily by domestic con¬ 
siderations. 

Operations by the Golddiskontbank .—When conditions in 
the market have been very easy, the Reichsbank has used 
the Golddiskontbank to take surplus funds off the market and 
to transfer them to the capital market, so as to reduce the 
discrepancy between short-term and long-term money rates. 

Credit Rationing. —At the beginning of 1934, when bor¬ 
rowing from it increased greatly, the Reichsbank, instead 
of raising its discount rate, instituted a policy of credit¬ 
rationing. It fixed the amount of its loans and discounts 
outstanding on April 7, 1924 as the maximum volume of 
credit it would extend in future. The policy of credit ration¬ 
ing was resorted to from April 1924 to the end of 1925, in 
the spring of 1929 and again in July 1931. In each case, 
it coincided with the loss of confidence in the mark by both 
foreigners and German nationals. 

Direct Action. —A policy of direct action was instituted in 
May 1927 to curtail a speculative boom on the stock exchange. 
At that time, the discount rate proved ineffective in com¬ 
bating a stock exchange boom, and the President of the 
Reichsbank forced the large German banks to reduce their 
loans on securities used for stock exchange operations. 

Berlin as an International Financial Centre. —Since the 
end of the Frahco-Prussian War and until war broke 
out in 1914, Berlin was recognized as an important 
international market. The influence of Berlin increased 
after the establishment of the Reichsbank in 1875. An 
important characteristic of German commercial banking has 
been the great help it has given to the industrial development 
of the country. In the growth of German industrialization 
and consequent accumulation of national wealth, German 
banks have played no insignificant role. They were also 
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enabled in their turn by the growing national wealth to lend 
abroad, and finance foreign governments and industrial en¬ 
terprises. Although Germany lent a considerable sum 
abroad, her banks, however, continued to borrow short¬ 
term money from foreign centres. Thus, during the period 
before the last War, Germany was at the same time a lender 
of long-term capital and a borrower of short-term funds. 

The War of 1914-18 and the subsequent inflation not only 
converted Germany from a creditor into a debtor country, 
but also made her absolutely dependent upon foreign capital 
for the re-organization of her industries. She became only 
a borrower in the international markets and her influence 
as an international financial centre deteriorated. From 1924 
to 1931, the Berlin money market was entirely under the 
influence of the movement of foreign short-term funds. 
After 1931, the National Socialist Party gradually became 
supreme, and financial and economic policy was made to 
serve national interests as conceived by the National Socia¬ 
lists. 
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THE INDIAN MONEY MARKET 
ITS CONSTITUENTS 

The money market in India is divided broadly into two 
parts: the organized, sometimes referred to as the European 
or central, consisting of and controlled by banking institu¬ 
tions working on western lines, and the unorganized, also 
lcnown as the Indian or the bazaar market, composed of 
money-lenders and indigenous bankers. 

THE ORGANIZED MONEY MARKET 

The principal constituents of the organized market are the 
Reserve Bank, the Imperial Bank, the Exchange Banks and 
the Indian Joint-stock banks. We shall give here a short 
descriptive account of these institutions. 

The Reserve Bank of India 

An Act constituting the Reserve Bank of India was passed 
in T 934 > an d the Bank started work in 1935. Like mapy 
other central banks, the Reserve Bank is the creature of a 
statute, and differs in this respect from the Bank of England, 
which is a product of slow evolutionary growth. 

Central Banking Functions .—The Reserve Bank was set 
up with a definite purpose, to discharge the functions 
appropriate to a central bank. The preamble to the Reserve 
Bank Act says that ‘ it is expedient to constitute a Reserve 
Bank for India to regulate the issue of Bank notes and 
the keeping of reserves with a view to secure monetary 
stability in British India and generally to operate the 
currency and credit system of the country’ to its advantage '. 
The utter inadequacy of the previous financial system, 
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under which currency was in the control of the Govern¬ 
ment of India and credit was controlled by the Imperial 
Bank, was patent, for there was no one institution regu¬ 
lating currency and credit policy from the point of 
view of national economic interest. The Reserve Bank 
was established to remove this defect and to better 
minister to the currency and credit requirements of the eco¬ 
nomic life of the country. As a central bank, the Reserve 
Bank has a three-fold function. It is a note-issuing bank. 
Since the establishment of the Bank, it has been the sole 
authority for issuing notes. Secondly, it is the bankers' 
bank, for commercial banks, which are scheduled to it, 
have not only to maintain with it a statutory deposit, but 
may also obtain accommodation from it, in times of difficulty 
and crisis, against eligible paper. Thirdly, it is the banker 
to the government, both central and provincial. 

Organization .—The Reserve Bank is a shareholders 
bank. In spite of considerable political pressure exercised in 
favour of making it a state institution—the 1927 Reserve 
Bank Bill was abandoned largely owing to this agitation— 
the Bank has been constituted as a shareholders’ bank. This 
is a welcome decision inasmuch as it is desirable that a central 
bank should not be- made amenable to the influence of 
political or sectional parties in the legislature. 

The original share capital of the Bank is Rs 5 crores, 
divided into fully paid-up shares of Rs 100/- each. With 
a view presumably to secure a more or less even distribution 
of shares all over the country, it was provided that separate 
registers of shareholders were to be maintained at Bombay,. 
Calcutta, Delhi, Madras and Rangoon. It was further pro¬ 
vided, presumably for the purpose of preventing concentra¬ 
tion of shares in a few hands and the consequent domination 
of the Bank by them, that each shareholder should be 
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entitled to one vote for every five shares held, subject to a 
maximum of ten votes. As shares can be transferred from 
one register to another, and be held in the name of different 
persons subject to the influence of a particular individual, 
both these purposes have in practice been considerably frus¬ 
trated. 

Management. —The management of the Bank is entrusted 
to a Central Board of Directors ‘ which may exercise all 
powers and do all acts and things which may be exercised 
or done by the Bank and are not by the Act expressly 
directed or required to be done by the Bank in general meet¬ 
ing '. 

The Central Board consists of 16 Directors, namely: 

( i ) a Governor and two Deputy-Governors appointed 
by the Governor-General in Council after con¬ 
sideration of the recommendations made on that 
behalf by the Board ; 

(it) four Directors to be nominated by the Governor- 
General in Council. The reason for this nomi¬ 
nated element is explained in the following 
extract from the London Committee's report 1 : 

' In view ... of the fact that in the particular 
circumstances of India election may fail to secure 
the representation of some important elements 
in the economic life of the country, such as 
agricultural interests, we recommend that a 
minority of the Board should be nominated . . . 
it being understood that this power would be 
exercised to redress any such deficiencies.' 

(tiV) eight Directors to be elected on behalf of share¬ 
holders of the various registers on the basis of 

1 Quoted by Findlay Shirras in an article in the Economic 
Journal, June, 1934. 

13 
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two Directors each for the Bombay, Calcutta 
and Delhi registers, and one Director each for 
-the Madras and Rangoon registers ; 

(iv) one government official to be nominated by 'the 
Governor-General in Council. 

The Governor and Deputy-Governors are whole-time 
salaried Directors of the Bank. They hold office for a term 
not exceeding five years and are eligible for reappointment. 
The government official Director holds office during the 
pleasure of the Governor-General in Council. A Deputy- 
Governor and the nominated Government official Director 
may attend any meeting of the Central Board, and take 
part in its deliberations, but ar# not entitled to vote. In the 
absence of the Governor, a Deputy-Governor may vote, if 
authorized in writing by the Governor. Other Directors, 
whether elected or nominated hold office for five years. 

No Director and no member of a Local Board, whose 
composition is described below, can be a member of any 
legislature, Central or Provincial, unless within two months 
of his appointment, nomination or election, he ceases to be 
such a member. No salaried government official, or salaried 
official of an Indian State, or officer or employee of any 
bank, or Director of any bank other than a co-operative 
bank is entitled to be a Director or a member of a Local 
Board. An elected or nominated Director, or any member 
of a Local Board, shall cease to hold office if, at any time 
after six months from the date of his nomination or election, 
he is not registered as a holder of unencumbered shares of 
the Bank of a nominal value of not less than Rs 5-000, or * 
if he ceases to hold unencumbered shares of that value, 
and any such Director shall cease to hold office, if without 
leave from the Governor-General in Council he absents him¬ 
self from three consecutive meetings of the Central Board. 
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The Governor shall convene meetings of the Central Board at 

least six times in each year and at least once in each 
quarter. 

Local Boards. —A Local Board constituted for each of the 

five areas for which share-registers have been opened, shall 
consist of: 

(*) five members elected from amongst themselves 
by the shareholders, who are registered on the 
register for that area and are qualified to vote 
and 

• 

(») not more than three members nominated by the 
Central Board from amongst shareholders 
registered on the register for the area with a 
view to secure the representation of territorial 
.or economic interests not already represented, 
and in particular the representation of agri¬ 
cultural interests and the interests of co-opera¬ 
tive banks. 

A Local Board has mainly two ’ functions. In the first 
place, the elected members of the Local Board shall elect 
from amongst themselves one or two persons, as the case 
may be, to be Directors of the Bank representing the share¬ 
holders of the particular area. In the Second place, the ' 
Local Board shall advise the Central Board on such matters 
as may be generally or specifically referred to it, and shall 
perform such duties as the Board may, by regulations, 
delegate to it. 

Some other Features of the Reserve Bank _Apart from 

the separation of the Issue from the Banking Department, 
among other features of the Bank that deserve mention are 
the following: 

() Agricultural Credit Department. —It was a statu¬ 
tory obligation of the Reserve Bank to create 
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a special Agricultural Credit Department, the 
functions of which should be (1) to maintain an 
expert staff to study all questions of agricul¬ 
tural credit and to be available for consultation 
> by the Governor-General in Council, Local 
Governments, Provincial Co-operative banks 
and other banking organizations, and (it) to 
co-ordinate the operations of the Bank in con¬ 
nexion with agricultural credit and its relations 
with Provincial co-operative banks or organiza¬ 
tions engaged in the business of agricultural 
credit. 

We shall deal with these functions of the 
Bank in greater detail in a later chapter. 

(6) Agreement between the Reserve Bank and the 
Imperial Bank .—This agreement, which is for a 
period of 15 years, is set out in the Third 
Schedule to the Reserve Bank of India Act. 
Under this agreement, the Imperial Bank has 
been constituted as the sole agent of the Reserve 
Bank at all places where there is a branch of the 
Imperial Bank in existence at the commence¬ 
ment of the Bank, and where there is no branch 
of the Banking Department of the Reserve 
Bank of India. The Imperial Bank gets a 
commission from the Reserve Bank for the 
performance of this service. 

(c) Statutory Deposits of Scheduled Banks —A bank 
having a paid-up capital and reserve of not less 
than five lakhs of rupees is entitled to be in¬ 
cluded in the Second Schedule to the Reserve 
Bank of India Act. All such scheduled banks 
have to maintain with the Reserve Bank a 
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balance which shall not at the close of business 
on any day be less than five per cent of their 
demand liabilities and two per cent of "their 
time liabilities. A penalty is also imposed for 
non-compliance with this provision. 

The Two Departments.—On the model of the Bank of 
England, the Reserve Bank of India maintains its Issue 
Department separately from the Banking Department. The 
separation of the two departments is, however, not a common 
feature with all central banks. 

The following is a weekly statement published by the 
Reserve Bank and relates to its affairs as on' March 28, 
1941. 

4 


Issue Department 


In lakhs of rupees 


Liabilities 

Notes held in the 
Banking Depart¬ 
ment 

Notes in circula- 
lation: 

(a) Legal Tender 
in India 

* 

(b) Legal Tender 
in Burma 
only 

Total notes issued 


Total 


Rs 


11.59 


240.55 


17. 



Rs 

Assets 

• 

A. Gold Coin 
and Bullion: 
(a) Held in 

Rs 


India 

(b) Held out¬ 

44.42 


side India 
Sterling Secu¬ 

• • • 


rities 

102,24 


B. Rupee Coin 
Govt, of India 
Rupee Securi¬ 

• • • 


ties 

Internal Bills 

• • • 

269,25 

of Exchange 
& other com¬ 



mercial paper 

0 0 0 

269.25 

Total 

0 0 0 


Rs 


146,66 

34.71 

87.88 


269,25 
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Banking Department 


In lakhs of rupees 


Liabilities 


Rs. 

Assets 

Rs. 

Capital 

• • • 1 

5.00 

Notes: 

(a) Legal Tender in 


Reserve Fund 

Deposits: 

(a) Government— 

• • • 

5,00 

India 

(b) Legal Tender in 
Burma 

Rupee Coin 

11,25 

' 34 

8 

(i) Central Govern¬ 

ment 

(ii) Government of 

5.09 

Subsidiary Coin 

Bills Purchased and 
Discounted : 

4 

Burma 

(iii) Qther Govern¬ 

4.88 

(a) Internal 

(b) External 

(c) Govt. Treasury 

• • • 

• • 

ment Accounts 

12,44 

Bills 

3 

(b) Banks 

• • • 

35>49 

Balance held abroad 
Loans & Advances to 

42.25 

(c) Others 

# • • 

6,10 

Government 

Other Loans and Ad¬ 

16,00 

Bills payable 

• • • 

72 

vances 

Investments 

6 

7.17 

Other liabilities 

• • • 

3.84 

Other assets 

1.34 

Total 

• • • 

78.56 

Total 

_i—----- 

78.56 


Issue Department — Liabilities .—On the liabilities side of 
the Issue Department, the first item is the notes held in the 
Banking Department. It will be seen that the amount of 
these notes agrees with the total notes shown on the assets 
side of the Banking Department. These notes form part of 
the total cash balance of the Reserve Bank. The next item 
is notes in circulation which is one of the most important 
items in the entire weekly statement. Notes in circulation 
comprise all notes issued by the Bank other than those held 
in the Banking Department, and include notes held 
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by Government treasuries and commercial banks, as well as 
those in circulation among the public. Changes in note cir¬ 
culation usually reflect the increases or decreases in the 
currency requirements of trade and industry. During the 
busy season in India, owing to the increased requirements for 
money for financing crop movements there is usually a 
large absorption of currency and this absorption is generally 
followed by a return of currency during 4 the slack season. 

Issue Department — Assets .—In India, the proportional 
method of holding reserves against notes has been adopted 
instead of the fixed fiduciary system which obtains in the 
U. K. The Reserve Bank of India Act lays down that the 
assets of the Issue Department shall consist of not less than 
two-fifths in gold coin, gold bullion or sterling securities, pro¬ 
vided that the amount of gold shall not at any time be less 
than Rs 40 crores in value ; and the remaining three-fifths 
may be held in rupee coin. Government of India rupee securi¬ 
ties of any maturity and such bills of exchange and promissory 
notes payable in India as are eligible for purchase by the 
Reserve Bank, provided that the rupee securities shall not 
exceed one-fourth of the total amount of assets or Rs 50 
crores, whichever is greater, or, with the previous sanction 
of the Governor General in Council, such amount plus a 
sum of Rs 10 crores. The suspension of the reserve require¬ 
ments is permitted with the previous sanction of the Governor- 
General in Council on payment of a tax during such periods 
of suspension. The imposition of the tax is intended to 
prevent undue expansion. 

On the assets side, the first item is the gold coin and gold 
bullion held by the Bank in terms of Section 33 of the Act, 
against the notes issued by it. This item is divided into 
two heads, namely, gold held inside and gold held outside 
India. Gold held in India consists of bullion and sovereigns 
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held in Government mints on behalf of the Bank as well as 
in branches of the Issue Department. At present the entire 
gold stock of the Bank is held in India. 

The sterling securities which form a part of the statutory 
reserves against note issue consist, in accordance with 
Section 33 (6) of the Act, of Government securities of the 
United Kingdom maturing within five years. As a result of 
conditions arising out of the war sterling has tended to accu¬ 
mulate with the Bank. 

Banking Department — Liabilities .—On the liabilities side 
of the Banking Department the first two items are the paid- 
up capital and the reserve fund. The capital of Rs 5 crores, 
with the exception of Rs 2,20,000 which is held by the 
Government for disposal to directors to enable them to obtain 
the minimum share qualification, was subscribed for by the 
public. The reserve fund of Rs 5 crores was provided by 
the Government in the form of Government securities in 
accordance with Section 46. 

The deposits of the Bank are divided under three heads, 
namely, Government, banks and others. Ihe Government 
deposits which are held by the Bank in terms of Section 20 
and 21 of the Act are further sub-divided into (1) Central 
Government deposits, (2) Government of Burma deposits 
and (3) other Government accounts. The other Government 
accounts include the deposits of the various Provincial 
Governments. Since the fall of Burma, the second sub¬ 
head has been dropped. 

The bankers' deposits mainly comprise the deposits, 
lodged by the scheduled banks under Section 42 of the Act. 
The fluctuations in these deposits are an important index 
to the conditions prevailing in the money market. During 
the busy season from November to May the excess deposits 
of the scheduled banks with the Reserve Bank usually show 
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a decline but they generally increase during the slack season 
from June to October. 

The remaining two items on the liabilities side of the 
Banking Department are ‘ Bills Payable ' and ‘ Other 
Liabilities The former comprise mainly the various 
forms of bills drawn by the offices of the Bank upon each 
other while the latter include the various amounts held in 
suspense, principally transactions in transit between the 
offices of the Bank and profits for distribution to shareholders 
and to Government. 

Banking Department — Assets .—On the assets side the first 
three items are notes, rupee coin and subsidiary coin which 
together form the cash balance of the Reserve Bank. The 
notes held in the Banking Department have also been shown 
on the liabilities side of the Issue Department. 

Bills discounted have been sub-divided under three heads, 
namely, internal, external and Government of India Trea¬ 
sury Bills. Owing to the fact that the years following the 
establishment of the Reserve Bank of India witnessed an era 
of cheap money conditions, there has not been much 
demand'on the Reserve Bank for the rediscount of commer¬ 
cial bills, and such bills as have been rediscounted have 
been for .comparatively small amounts and mainly for 
seasonal requirements for crop finance. Moreover, owing 
to the special facilities given by the Reserve Bank for 
rediscounting Treasury Bills, the larger scheduled banks have 
preferred this form of borrowing. At present the Treasury 
Bills of the Central and Provincial governments are redis¬ 
counted by the Reserve Bank at rates which are slightly 
higher than those prevailing at the nearest weekly tender, 
and which can be ascertained from time to time from offices 
of the Reserve Bank. 

The balance held abroad- includes cash and short-term 


I 
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securities held on account of the Reserve Bank by the Bank 
of England. The short-term securities consist entirely of 
United Kingdom Treasury Bills. Other United Kingdom 
securities are held under ‘ Investments \ 

Ways and means advances to the Central and Provincial 
governments are grouped under the heading ' Loans and 
Advances to Government Such advances are made 
under Section 17 (5) of the Reserve Bank Act and are re¬ 
payable in each case within three months from the date 
of advance. 

The investments in the Banking Department consist of 
rupee securities of the Government of India and United 
Kingdom securities and include those delivered to the Bank 
by the Central Government in respect of its reserve fund. 
Under Section 17(8) the amount of rupee securities held in 
the Banking Department shall be so regulated that their 
total value shall not exceed the aggregate amount of the 
share capital of the Bank, the reserve fund and three-fifths of 
the liabilities of the Banking Department in respect of 
deposits. It is further provided that the value of the 
securities maturing after one year shall not exceed the ag¬ 
gregate amount of the share capital of the Bank, the reserve 
fund and two-fifths of the liabilities of the Banking Depart¬ 
ment in respect of deposits and that the value of ’securities 
maturing after ten years shall not exceed the aggregate 
amount of the share capital of the Bank, the reserve fund 
and one-fifth of the liabilities of the Banking Department 
in respect of deposits. 

The item ‘ Other Assets ’ comprises furniture, fittings 
and stationery, as well as certain items in course of 
collection. 



' CHAPTER XVIII 

THE INDIAN MONEY MARKET 
ITS CONSTITUENTS 

( Continued ) 

II.—The Imperial Bank of India 

The Imperial Bank of India occupies a unique place in 
the Indian money market. Up to 1934, it functioned as 
a central bank of a sort. Further, its vast size and resources 
place it far ahead of any other bank in the money market. 
Before the establishment of the Reserve Bank, when the 
Imperial Bank used to hold Government balances, its total 
deposits exceeded those of the Indian deposits of all the 
Exchange Banks, and often even the total deposits of all 
Indian joint-stock banks. Even after the creation of the 
Reserve Bank, when Government balances and certain other 
accounts had been transferred to it, the total deposits of 
the Imperial Bank were above the Indian deposits of all 
Exchange Banks, and not very much below the deposits of all 
Indian joint-stock banks. This will be evident from the 
following figures: 

Deposits of Banks in '000 Rs 



Reserve 

Bank 

Imperial 

Bank 

• 

Exchange 
Bank 
(Indian 
deposit) 

• 

Joint-stock 

Banks 

1934 

• • • 

81,00,15 

71 . 39.37 1 

81,88,38 

1936 

23,28,44 

78 . 79.50 

75 . 22,55 

1,03,60,67 

1941 

56,14,00 | 

108,92,00 

106,73,00 

1.49.09.00 


The Imperial Bank was not a real Central Bank .— 
Before the establishment of the Reserve Bank, the 
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Imperial Bank, although it functioned in many respects as a 
central bank, was not a true Central Bank. It did not 
perform many of the essential central banking functions, 
and those that it did it more often than not performed only 
partially. It was not the note-issuing authority. The 
duality in control of currency and credit hampered its 
function as a regulator of currency and credit. It was not 
■entitled to operate in foreign exchange business. Its main 
purpose was to work for profit, within, of course, the limi¬ 
tations imposed upon it by statute. The fluctuations in its 
rates during the year, and the level of the rates itself, bear 
testimony to this. It was, however, the holder of Govern¬ 
ment balances, but not entirely. It was the agent for 
Government’s financial operations but in part only. It held 
the reserves of other banks, and acted as a bankers’ bank, 
but only partially, for there was a considerable hostility 
towards it on the part of other joint-stock banks. It, how¬ 
ever, rendered considerable assistance in the matter of 
providing emergency credit by means of rediscounting. 

Why the Imperial Bank was not set up as the Reserve 

Bank .—Since the Imperial Bank was discharging, with some 

measure of success, some of the functions of a central bank, 

the question naturally arises as to why it was not itself 

constituted as the Reserve Bank. The answer to this is 

• 

two-fold. To convert it into the Reserve Bank would in the 
first place, have involved the shearing of its commercial 
banking functions. And to do this, in the second place, 
would be greatly detrimental to the cause -of banking deve¬ 
lopment in the country as well as of assuring cheap credit 
facilities to traders and other borrowers. Thus, the Hilton- 
Young Commission observed that the conversion of the 
Imperial Bank into a true central bank would involve a 
radical amendment of its charter, and would preclude it 
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from undertaking a great many tasks which it now suc¬ 
cessfully performs as a commercial bank. The country 
would then lose the benefit of the elaborate and widespread 
organization which has been set up through the length and 
breadth of India to make available to the community the 
increased commercial banking facilities, which are so urgently 
needed, and to assist in fostering, among the people as a 
whole, the habit of banking and investment. This consi¬ 
deration alone negatives the idea of disturbing the present 
functions of the Imperial Bank ’. 

The Imperial Bank up to 1934 ..—The Imperial Bank w T as 
formed in January 1921 by the amalgamation of the three 
Presidency Banks of Bengal, Bombay and Madras. Under 
the amalgamation scheme, which was given effect to by the 
Imperial Bank of India Act, 1920, the paid-up capital of the 
bank increased from Rs 3! crores to about Rs 6 crores. 

Management .—The Boards of the Presidency Banks became 
the Local Boards of the Imperial Bank. The Central Board 
was constituted by the Presidents, Vice-Presidents and Secre¬ 
taries of the Local Boards, the Controller of Currency, a 
maximum of two Managing Governprs appointed by the 
Governor-General and a maximum of four non-official 
nominees of the Governor-General. Thus Government control 
over the business of the bank was complete. Further, the 
Governor-General was empowered to issue instructions to the 
bank with the specific object of safe-guarding Government 
balances or the financial policy of the Government. 

Functions .—This large and effective control by the 
Government of the bank was essentially an outcome 
of its function as the Government's bankers. It held 
the balances of the Government free of interest at 
places where it had offices, did the Treasury work of 
the Government free of cost, managed the public debt 
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of the Government, provided the machinery for the 
floatation of loans, while its London office managed 
the rupee debt in London, receiving a fixed remuneration for 
the work. Among its other banking functions may be 
mentioned its role as a bankers’ bank, the management of 
the Clearing House, and an obligation to extend banking 
facilities in the country, as evidenced in the statutory res¬ 
ponsibility to open not less than ioo branches within the 
first five years of its inauguration. This responsibility was 
duly discharged, for 102 new branches were opened by 
31st March 1926. 

Certain restrictions were specifically imposed on the busi¬ 
ness the bank could transact. It was, for example, pro¬ 
hibited from making loans for a period longer than six 
months, or upon the original security of immovable property, 
from discounting or making loans against any bill unless it 
carried the several responsibilities of at least two persons or 
firms unconnected with each other in general partnership, from 
granting unsecured overdrafts in excess of Re 1 lakh, and 
from transacting any foreign exchange business. 

The Imperial Bank jvas not to have the control of the note 
issue. That continued to be the responsibility of the Govern¬ 
ment. 

The Imperial Bank at Work.— Although the Imperial 
Bank had not the authority to issue notes, it held 
Government balances, did Treasury work and functioned 
to a certain extent as a bankers' bank. With a view 
to assist the money market in the busy season it could 
obtain loans from the Paper Currency Department of the 
Government up to a maximum of 12 crores at the Bank 
rate, subject to a minimum limit of six per cent for the first # 
Rs 4 crores and seven per cent for the remaining Rs 8 crores 
on the security of internal bills of exchange or hundis of an 
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equivalent amount. Commercial banks, inclusive of 
Exchange Banks, used to maintain, and still maintain, 
balances with it and approach it for accommodation against 
eligible securities, mostly Government paper, in times of 
stress. The rate which the Imperial Bank used to charge 
was for all practical purposes the then Bank rate in the 
country, although it should be noted that this rate was 
charged on advances against Government securities, and not 
commercial bills. It financed and still finances internal 
trade to a considerable extent by discounting hundis of ap¬ 
proved indigenous bankers. It further financed internal 
trade by providing cheap remittance facilities through the 
Treasury in places where it had no branches. It also ren¬ 
dered appreciable help to banks in distress, for example, the 
Tata Industrial Bank, the Bengal National Bank and some 
other banks in recent years. It managed the Clearing 
House. It provided and still provides remittance facilities 
between its numerous branches to other banks and to the 
public at cheap rates varying usually between £ and 1/32 
per cent. A notable achievement to its credit is the consi¬ 
derable levelling down of interest rates and the stabilization 
of the money markets. Further, as already stated, it has 
rendered signal service in extendng banking facilities through¬ 
out the country. 

The Amendment Act of 1934 .—On the constitution of the 
Reserve Bank, the Government have practically with¬ 
drawn from their association with, and control over, - 
the Imperial Bank. The bank, however, still operates 
under a special Act, the Imperial Bank Amendment 
Act of 1934. This special treatment is a recognition 

of its unique place in the Indian money market, 
as well as of its special position as the agent of the Reserve 
Bank in places where the latter has no branches. Although 
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the bank has ceased to be the banker to the Government, 
yet the Amending Act provides for the nomination by the 
Governor-General in Council of not more than two persons, 
as well as of a Government officer, on the Central Board. 
This officer is entitled to attend and participate in the 

meetings of the Board, but not to vote. , 

With the withdrawal of the special privileges previously 
enjoyed by the bank, such as the holding of Government 
balances and the management of public debt, the special 
restrictions imposed on the bank's business have also been 
largely removed. Under the amending Act, the bank is now 
authorized to open branches or agencies in India or else¬ 
where, to transact foreign exchange business, and to 
undertake banking business of any kind, including borrow¬ 
ing abroad. It can now buy and sell foreign bills of ex¬ 
change of a currency of nine, instead of six, months, if they 
relate to the financing of seasonal agricultural operations. 
It can make advances against goods hypothecated to it, 
instead of being restricted to advances only against goods in 
its possession or documents of title which are deposited with 
it. It can further accept as security for loans and cash 
credits Reserve Bank shares, municipal debentures, and 
securities of Native States, when permitted by the Governor- 
General in Council, as also debentures or fully-paid shares 
of limited liability companies, approved by the Central 

Board. 


The Weekly Statement 

Unlike any other commercial bank, the Imperial Bank, 
although not obliged by law, publishes a weekly statement 
of its affairs, which is of great value to an understanding of 
money market conditions. The following is its statement 

for the week ended April 18, 194 1 • 
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THE IMPERIAL BANK STATEMENT 
Week Ended April 18, 1941 

In 'ooo Rs 


‘ Liabilities 

Capital— 

Authorized: 2,25,000 shares of Rs 500 
each ... ... ... ... 

Issued and Subscribed 2,25,000 shares 
of Rs 500 each 

Called up 75,000 shares of Rs 500 each 
fully paid 

1,50,000 shares of Rs 500 each Rs t 
125 paid 

Reserve Liability oi shareholders: Rs 
375 per share on 1,50,000 shares 

Reserve Fund 

Fixed Deposit, Savings Bank, Current 
and other accounts 

Loans against securities per contra 

Sundries 

Total 


Rs 


11,25,00 

11,25,00 


3,75,00 

1.87,50 


5.62,50 


Rs 


5.62,50 


5.62,50 

98,54.13 

nil 

79,6i 


1,10,58,74 


Assets 

Investments— 

Government securities 
Other authorized investments 

Advances— 

Loans 

Cash-credit and overdrafts ... 

Bills discounted and purchased 

Liabilities of constituents for accept 
ance per contra . 

Dead stock 
Sundries 
Bullion 
Cash— 

In hand and with Reserve BaYik 
Balances with other banks ... 


Total 


Rs 

55.33.75 
1,10,68 


8,96,64 

27.03.15 

5.17.49 


8.66.53 

1.78.53 


Rs 


56.44,43 


41.17.28 
nil 

1,81,70 

70,26 

nil 


10,45,06 


1,10,58,73 


14 
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On the liabilities side, the Imperial Bank’s paid-up capital 
and reserve amount to Rs n crores 25 lakhs which is 
i£ crores above the combined figure of the Reserve Bank. 
The total deposits amount to over Rs 98 crores and 55 lakhs. 
During the same week, the total deposits of the Reserve 
Bank' stood at a little over Rs 46 crores 23 lakhs, inclusive 
of the statutory deposits of the scheduled banks amounting 
to over Rs 26 crores 77 lakhs. For the same week, the 
demand and time liabilities of all the scheduled banks 
amounted to Rs 289 crores 54 lakhs. This sum includes the 
deposits of the Imperial Bank for the week at Rs 98 crores 
54 lakhs. Thus the Imperial Bank accounted for a little 
over 34 per cent of the deposits of all the scheduled banks. 


Assets 

On the assets side, investments at Rs 56,44,43,000 con¬ 
sisting of Government and Trustee securities and Treasury 
Bills amount to about 50 per cent of the total liabilities or 
55 per cent of the total deposits. 

Loans, bills, and other advances at Rs 41,17,28,000 
amount to about 37 per cent of the total liabilities and 42 
per cent of the total deposits. For the same week, the total 
advances and bills of all the scheduled banks add up to 
Rs 1,37,74,81,000 of which the Imperial Bank accounts for 
nearly 30 per cent. Of total bills discounted by all scheduled 
banks, the Imperial Bank alone accounts for over 75 per 
cent. 

Cash at about Rs 10,45 lakhs amounts to over nine 
per cent of the total liabilities, and over ten per cent of the 
total deposits, and represents about 28 per cent of the total 
cash of all scheduled banks. 
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HI.— Exchange Banks 

Exchange Banks are essentially commercial banks, like 
Indian joint-stock banks, but have their head offices out¬ 
side India. They are foreign banks. They probably derive 
their name from the fact that they are primarily engaged 
in the financing of India’s foreign trade, and as such, have 
to deal largely in foreign exchange business. They have 
behind them a long record of service in India. They rank 
among the earliest joint-stock banks operating in this coun-' 
try, and have contributed not a little to the growth of 

joint-stock banking as well as of the banking habit in this 
country. 

The principal business of these banks is the financing of 
India’s foreign trade. They receive deposits of all kinds, 
current, savings and fixed ; they purchase bills in foreign 
currencies ; they make loans against shipping and other 
documents and finance imports of bullion. In respect of 
import of bullion, it may be recalled that the gold bars of 
two banks, the Chartered and the National, particularly of 
the latter, used to be most popular. This business has, 
however, considerably declined in recent years. The Ex¬ 
change Banks also finance some portion of the inland trade, 
mainly on account of goods in transit prior to export or im¬ 
mediately subsequent to import. 

I 

Business of Exchange Banks 

Although it is usually claimed on behalf of the Exchange 
Banks that they are concerned principally with the finan- ' 
cing of foreign trade and are not interested in inland 
business, it would appear, however, that they are gradually 
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extending their activities in this latter business. The out¬ 
break of the war has further accelerated this tendency. 

Indian Banks and Exchange Business 

It is extremely unfortunate that Indian banks have so 
far practically avoided foreign exchange business. Their 
deficiency in this respect has not only meant loss of a large 
income to India, but also considerable difficulties to those 
engaged in foreign-trade business, and also in the way of 
Indians taking an increasing share in this business. In view 
of the great liquidity, safety and profitability of genuine 
foreign exchange business, the fact that Indian banks have 
fought shy of this business is to be deplored. The main 
reasons, as enumerated by the Central Banking Enquiry 
Committee, why Indian banks are practically non-existent in 
the foreign exchange business, are competition of well-estab¬ 
lished non-Indian Exchange Banks with large capital and 
reserves, the absence of branches of Indian banks in London 
and other foreign centres which precludes them from under¬ 
taking arbitrage and direct exchange business, the small pro¬ 
fits now realized from the business, and the full employment 
of the resources of Indian banks in internal business of a more 
profitable character. The opinion of the Committee that 
foreign exchange business is now not so profitable is, 
however, not shared by some of the Indian banks which 
participate, although to a very limited extent, in this busi¬ 
ness. In spite of the reasons adduced by the Committee 
for non-participation by Indian banks in foreign exchange 
business, and there is much truth in them, the greatest 
handicap appears to be the unwillingness of Indian banks 
to enter this field owing mainly to their ignorance of the 
details of this business. A little more courage and ima- 
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gination, combined with the services of an expert person¬ 
nel, would certainly enable them to undertake foreign 
exchange business to their own profit and to the great benefit 
of Indian businessmen. 

Classification of Exchange Banks 

Exchange Banks in India are usually classified into two 
groups: ( a ) those which do a considerable part of their 

business in India, that is, those which have 25 per cent or 
more of their deposits in India and (6) those which are 
merely agencies of large banking corporations doing a major 
portion of their business abroad, that is, having less than 
25 per cent of their deposits in India. It is doubtful if this 
differentiation is quite satisfactory, for there are banks in the 
* B ’ group which are very large wo rid-wide institutions, for 
example, the Lloyds Bank or the Hongkong Shanghai 
Banking Corporation or the National City Bank of New 
York, the Indian deposits of which may be less than 25 
per cent of their total deposits and yet may amount to a 
substantial absolute figure and exceed the Indian deposits 
of banks in Category ‘A’. In 1937 there were six banks in 
Group ‘ A ' and twelve in Group ‘ B ’. In 1941, there were 
5 banks in Group ‘ A ' and 12 in Group ‘ B 

Investments of Exchange Banks 

Although figures of Indian deposits of Exchange Banks 
are furnished in the statistical tables relating to banks in 
India, no particulars are available in respect of their invest¬ 
ments in India. This position is extremely unsatisfactory, 
inasmuch as no reliable estimate of their operations in 
the Indian money market can be made. Now that under 
the new Insurance Act foreign insurance companies have 
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to publish accounts of their Indian business, there appears 
to be no sufficient reason why a similar obligation should not 
be imposed on foreign banks operating in India. It is of 
course not implied that they should publish their figures 
of Indian and non-Indian business in India. If Exchange 
Banks should object to publishing separate accounts for their 
Indian business, a consolidated statement of their Indian 
investments under a few major headings may be made 
available in the same way as a consolidated figure of their 
total Indian deposits is now published. Even such a state¬ 
ment will be of great use to the student of the Indian money 
market. 


CHAPTER XIX 


THE INDIAN MONEY MARKET 
ITS CONSTITUENTS 

( Continued ) 

IV.— Indian Joint-Stock Banks 

Of the constituents of the organized money market, the 
joint-stock banks are the most important. All banks 
registered under the Indian Companies Act come under this 
category. The progress of Indian joint-stock banking has 
been remarkable in this century, and particularly since the 
last Great War. Joint-stock banks operate today over two- 
thirds of the centres with banking facilities in the country. 
Even as late as 1918, there were only 47 banks with a paid- 
up capital and reserve of Re 1 lakh and over, with 197 
branches, and their aggregate paid-up capital and reserves 
amounted to Rs 6,65 lakhs, the deposits to Rs 42,15 lakhs, 
and cash balances to Rs 9,85 lakhs. In 1937 the number 
of these banks increased to 151 with 829 branches and offices, 
and their aggregate paid-up capital and reserves, deposits, 
and cash balances amounted to Rs 14,95, Rs 1,08,55 and 
Rs 18,15 lakhs respectively. In 1940, the corresponding 
figures for 180 banks with 1,177 offices were Rs 17,19, 
Rs 1,25,02 and 28,51 lakhs respectively. Their importance 
vis-cl-vis the Imperial Bank and the Exchange Banks is 
revealed in the table below: 
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Figures under Imperial Bank refer to the Presidency Banks. 
Figures refer to Indian Deposits and Indian Cash Balances. 
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Rapid Growth of Joint-Stock Banks 
Three observations may be made on these figures. The 
first is the rapid expansion of the deposits of the joint-stock 
banks between 1918 and 1937, that is, within barely two 
decades. While the deposits of the Imperial Bank and the 
Exchange Banks increased by about 33 and 20 per cent, 
those of the joint-stock banks recorded an increase of about 
160 per cent. Between 1937 and 1940, the rate of increase 
in the deposits of these three categories of banks has been 
more or less of the same order ; the deposits for 1940 being 
16, 19 and 16 per cent over that of 1937 for the Imperial 
Bank, the Exchange Banks and the joint-stock banks res¬ 
pectively. A comparative estimate of the growth of the 
joint-stock banks as between 1918, 1937 and 1940 is given 
below: 



Various factors are responsible for this rapid development 
of joint-stock banks, of which some are general and others 
of special importance to Bengal. The general factors are 
rapid industrial development, increased income and the 
growth of the habit of thrift. The depression of 1930-31 
again witnessed a great fall in prices but no commensurate 
reduction in salaried incomes, with the result that an impetus 
was given to the growth of deposits. The factor of special 
importance to Bengal is the reaction of the great depression 
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on the loan offices and investment in land. The fall in land 
values revealed the weakness of this popular form of invest¬ 
ment in Bengal, and was also responsible for the sorry plight 
of the loan offices. From the insecurity of such investments 
the public began to turn increasingly to banks for the safe¬ 
keeping of their surplus income. This process gave a great 
impetus to the growth of joint-stock banks in Bengal. 

It is, however, pertinent to point out that the increase in 
deposits of the joint-stock banks is largely accounted for by 
an increase in the number of banks and their branches, and ' 
does not imply any strengthening of the average position of 
individual banks. 

Thus in 1918 the average capital and reserve, and deposits 
per office were about Rs 2.7 lakhs and Rs 17 lakhs res¬ 
pectively ; and the corresponding figures for 1937 were about 
Rs 1.5 lakhs and Rs 11 lakhs respectively and for 1940 
Rs 1.3 and Rs 9.2 lakhs respectively. When, further, it 
is recalled that there are only a few joint-stock banks with 
very large capital and reserves as well as deposits, it will 
become evident that a good number of these banks must be 
small and weak institutions. 

The second observation refers to the position of the cash 
balances of the joint-stock banks. This position compared 
with that of the Imperial Bank and of the Exchange Banks 
is revealed in these figures: 


Percentage of Cash to Deposit Liabilities 


I 1928 

1 

1937 

1940 

Imperial Bank 


1 

... 

J 3 j 

1 7 

25-9 

Exchange Banks 


• • • | 

11 

14 5 

19‘3 

Joint-stock banks 


• • • 

I 4‘5 

16-5 

- j- 

22-8 


This comparatively satisfactory proportion of the cash 
balances of the joint-stock banks should not by itself be 
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interpreted as an indication of either their soundness or 
their liquidity. Such an interpretation would be possible 
only after an examination of the structure of assets of these 
banks. This study will be undertaken later. 

In the third place, the figures quoted so far in relation to 
joint-stock banks, their number, branches, deposits, etc., 
are not complete. They refer only to such of these banks 
as have a paid-up capital and reserve of at least Re 1 lakh. 
There are, however, numerous still smaller banks. Relevant 
figures in respect of all these banks are unfortunately not 
available. In a memorandum which the Reserve Bank sub¬ 
mitted in connexion with its * Proposals for an Indian Bank 
Act it computed the total number of non-scheduled banks 
at 1421. No details regarding capital and reserves of 101 
banks were available. The capital and reserves of the 
remaining 1,320 banks as on December 31, 1937 were 

Rs 4,44,63,000. The capital and reserves of the Indian 
scheduled joint-stock banks, which numbered only thirty, 
amounted on the same date to Rs 11,58,78,000. These 
figures bear, generally speaking, an eloquent testimony to 
the comparative strength of scheduled and non-scheduled 
banks. It is, further, noteworthy that the capital and 
reserves of the two biggest joint-stock banks only, the Bank 
of India and the Central Bank of India, amounted in 1937 
to Rs 5,09,41,000. 

Scheduled and Non-Scheduled Banks 

The Reserve Bank divides all banks into two broad cate¬ 
gories : scheduled and non-scheduled banks. We have 
already described in the last chapter how banks are scheduled 
to the Reserve Bank. It may be observed that while all non- 
scheduled banks are Indian banks, registered under the Indian 
Companies Act, the scheduled banks include the Imperial 
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Bank and the Exchange banks, which are not so registered. 
In the following comparative table, the figures for scheduled 
banks refer to those of the Indian scheduled joint-stock 
banks only, that is, they exclude the figures for the Imperial 
Bank and Exchange Banks: 





In lakhs of rupees 


Total 

number 

Deposits 

Cash in 
hand and 
at bank 

Percentage 
of cash to 
total 
deposit 
liabilities 

Non-scheduled banks, 

I 9 d 8 ... ... I 

626 

15.42 

1,06 

6*8 

Indian scheduled 
banks, 1937 

36 

89,78 

3.77 

42 


An interesting revelation of this table is the smaller cash 
reserve of the Indian scheduled banks. The average deposit 
per bank belonging to non-scheduled and Indian scheduled 
categories is Rs 2.5 lakhs and about Rs 250 lakhs respectively. 

Concentration of Resources 

A noteworthy feature of the Indian scheduled banks is the 
very large concentration of resources in the hands of a few 
banks. This phenomenon, it should be underlined, is one 
of concentration of resources only, and not, as in Great 
Britain, of concentration in banking and consequently of 
resources also. As distinct from the development in Great 
Britain, there has been no large-scale process of amalgamation 
of banks in India. On the contrary, there has been a steady 
growth in the number of banks as well as in their branches. 
Apropos of branch expansion, it is interesting to observe 
that, while in Great Britain amalgamation has led to the 
closing down of many inefhcieint and unprofitable branches, 
in India, on the contrary, there has been a spate of branch 
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expansion by individual banks with the result that many 
centres, particularly in the mofussil, have more banking 
establishments than can possibly be economically and pro- 
fitably maintained. 


' The Big Five ' 

Following the British precedent, five Indian joint-stock 
banks are popularly designated as the * big Indian five \ 
They are the Bank of India, the Central Bank of India, the 
Allahabad Bank, the Bank of Baroda and the Punjab 
National Bank. Of these, the Allahabad Bank is Indian in 
the sense that it is registered under the Indian Companies 
Act, but it is Indian neither in respect of management nor 
of control, for it is affiliated to the Chartered Bank of India, 
Australia and China. By far the largest bulk of the resources 
in the money market is, however, controlled by the Central 
Bank of India and the Bank of India, which may be refer¬ 
red to as The biggest two The following figures for 
1941 will be found interesting: 



Paid-up 

capital 


In '000 Rs 


Reserve 

Total 

deposits 

Cash 

balances 

Indian scheduled 
banks, excluding 
Imperial Bank ... 

8,40,76 

5.19.14 

1,29,04,39 

24,20,66- 

Indian joint-stock 

banks having a 
paid-up capital and 
reserve of over 
Re 1 lakh ... | 

11,96,24 

6,78,96 

1,49,09,25 

28,36,46. 

The big five 

3 . 95-12 

3 . 73.14 

99,65.88 

17.51.44 

The biggest two 

2,68,14 

2 . 45.43 

67 .i 7.93 

12,08,82 

The four big Bengali 
banks 

44.78 

19.49 

6,99.05 

1.67,07 
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Thus, the big five banks control about 33, 55, 66 and 61 
per cent respectively of the paid-up capital, reserves, total 
deposits and cash balances of all Indian joint-stock banks 
with a paid-up capital and reserve of over Re 1 lakh. Not 
one of these five banks is from Bengal. The comparative 
backwardness of the Bengali banks will be evident from the 
combined figures given above of the four largest Bengali 
banks, namely, the Comilla Banking Corporation, the 
Comilla Union Bank, the Bengal Central Bank and the 
Nath Bank. 

Structure of Liabilities and Assets 

Liabilities .—The main items under liabilities are capital, 
reserves and deposits. 

Capital and reserves fulfil a dual purpose. In the first 
place, they serve as guarantee funds to the creditors of a 
bank. Secondly, they constitute funds which can be invested 
in assets which yield a comparatively higher return, for 
these funds can be invested for a comparatively longer 
period. The ratio of capital and reserves to deposits varies 
from country to country, and from bank to bank. A 
larger bankr and one that enjoys public confidence may have 
this ratio lower than other banks. This ratio is usually 6 
per cent among British joint-stock banks and 13 per cent 
among Indian joint-stock banks with a paid-up capital and 

reserve of at least Re 1 lakh. 

Deposits .—By far the largest bulk of a bank’s resources 
is borrowed from the public. The important feature of 
these deposits is their division into demand and time 
deposits. The Reserve Bank publishes figures of the demand 
and the time liabilities of scheduled banks since 1935* The 
figures for a few years are noted below: 
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It will be seen that the demand liabilities of scheduled 

banks are higher than their time liabilities. This is in 

striking contrast to the position of non-scheduled banks as 

the following table will show. The time liabilities of non- 

scheduled banks are now nearly double their demand 

liabilities,. and this fact is indicative of their less liquid 
position. 

In lakhs of rupees 

Number of Demand Time 

banks liabilities liabilities 

—- 1 - 

3'^3 11,59 

604 5,26 11,48 

601 7*06 12,48 

Assets. An examination of the assets of a banking concern 
provides some indication of its solvency and liquidity. No 
precise or final judgement on the financial position of a bank 
is, however, possible merely on a study of the balance-sheet 
figures, for by far the largest item on the assets side is loans 
and advances. Without a careful scrutiny of the different 
constituents of this item, it is not possible to venture any 
opinion as to whether or not the bank is maintaining a 
satisfactory liquid position and conducting its business on 
safe lines and in accord with commercial banking principles. 
The composition of the assets portfolio will also be partly 
influenced by /the composition of the liabilities side. If 


Total 


15.42 

16,74 

J9.54 
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time liabilities should preponderate over demand liabilities, 
a bank need not maintain as liquid a position as it should 
in the opposite case. Further, what elements will consti¬ 
tute the assets side, and in what proportion, depend 
largely on the varieties and proportion of investments avail¬ 
able to commercial banks from time to time within the 
territory in which they operate. International comparisons 
of the structure of assets of commercial banks may be largely 
vitiated, if due note is not taken of this fact. It may be 
mentioned here that the general practice among British joint- 
stock banks is to maintain about 10 per cent of their deposits 
in cash, 5 to 6 per cent in call money, 15 per cent in bills 
including Treasury Bills, 30 per cent in investments and 
about 40 per cent in advances. As against this, scheduled 
banks in India maintain about 13 per cent of their deposits 
in cash, 6 per cent in bills, 50 per cent in investments, and 
40 per cent in loans and advances. 


Distribution of Assets 

Cash .—The proportion of cash and balances with banks 
to deposits of the various classes of Indian joint-stock banks 
during the past four years is shown in the following table: 

In lakhs of rupees 
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The decline in the cash ratio at the end of 1941 in the 
case of joint-stock banks is attributed partly to a rise in 
their investments in Government and other gilt-edged secu¬ 
rities and partly to a rise in their advances. 

Loans. The accompanying table shows the proportion of 
loans to deposits of the various classes of Indian joint-stock 
banks during the past four years. 


In lakhs of rupees 


193 * 

(pre-war) 


Imperial Bank 
of India 

Other Indian 
scheduled 
banks 

Noii-scheduled 
iJanks with 
capital and 
reserves over 
Re 1 lakh 


* • 


38,30 


O' 
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1930 


o 


1940 


1041 


O' 

o 


47-0 48,28 55’o! 32,31 33-6 38,88 35-7 


f 


48,85 53-2 


52,58 56.1 48,95 46-1 62,76 


48-6 


11,10 74*3 


14,13 86*9 13,63 72-0 14.58 72 7 


Total ... 98.25 52 2 114,99 58-1 94.89 42*9:116,22 45 0 


Loans and advances after showing a rise in the first up¬ 
swing in economic conditions following the outbreak of the 
war declined in 1940 but recovered again during 1941. 

Investments .—The following table shows the proportion of 
investments in Government and other gilt-edged securities 
and shares of joint-stock companies to deposits held by the 
various classes of Indian joint-stock banks during the past 
four years. 

15 
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In lakhs of rupees 


• 
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| 
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1 

1 

| 

5.80 ! 
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• 

28-9 

Toiai. 

86. 76 

-|0-1 

7Q. 12 40-0x33.85 

43-4 • 
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49 ' 9 


The ratio of investments in Government and other securities 
to deposits showed a fall in 1939 from 46.1 per cent to 40 
per cent on account of the increased demand for loans and 
advances but rose to 43.4 per cent in 1940. In 1941 the 
ratio increased further to 49.9 per cent mainly at the ex¬ 
pense of cash which declined from 24.1 per cent to 16.9 
per cent. 

THE UNORGANIZED OR THE BAZAAR MONEY 

MARKET 

We have in the last chapter, and so far in this 
chapter, described the institutions of the organized money 
market. We shall now provide a brief account of the cons¬ 
tituents of the bazaar money market. The principal 
.constituents of this market are the indigenous banker or 
shroff, and the monev-lender or sowcar. The money- 
lender is more important in rural areas, and we shall describe 
his activities in the chapter on Agricultural Finance. 

An indigenous banker is an individual or a firm, which 
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deals in hundis, whether it accepts deposits or not. It may 

be mentioned that the Central Banking Enquiry Committee 

in its definition of an indigenous banker made acceptance of 

deposits by him as a necessary condition also. As in actual 

practice many indigenous bankers do not accept deposits, 

the definition suggested above is more in accordance with 
the facts. 

Until the establishment of modern joint-stock banks, the 
indigenous banker enjoyed a virtual monopoly of banking 
in the country. With the advent of joint-stock banks, 
ho\\e\er, his importance has suffered considerable deteri¬ 
oration. \ et, despite competition from well-organized 
banks, a good deal of banking business still remains in his 
hands, and he still occupies a predominant position in areas 
which are not, or are only poorly, served by joint-stock 
banks. Like the Indian joint-stock banks, his share in the 
financing of foreign trade is negligible. But among the 
agencies financing internal trade and industries, especially 
in the matter of the provision of their working capital, he 
occupies an important position. He does not engage to any 
large extent in financing agriculture directly, but he renders 
considerable assistance to agriculture indirectly by lending 
money to village sowcars. The Bombay Provincial Banking 
Enquiry Committee observed that .the shroff sometimes 
provides even the long-term capital needs of industries. In 
certain places he holds debentures in industrial concerns, and 
advances money against deposit of shares. Occasionailj’, 
he also gives long-term loans against the security of fixed 
capital of industrial establishments. 

Indigenous bankers normally work with their own capital, 
supplemented in £ome cases by deposits from the public, but 
in busy seasons or during periods of active demand for 
loans, their resources may prove inadequate and they are 
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forced to take resort to banks for financial assistance. 
Commercial banks,—both Indian joint-stock and Exchange 
Banks—however, render assistance to only such indigenous 
bankers as are on their approved lists. There are limits 
fixed by the banks for each shroff who is on the approved 
list, up to which he can draw. The advances are usually 
made by discounting hundis. 

One of the proposals of the Central Banking Enquiry 
Committee for linking up the indigenous banker with the 
general banking system was that 4 as soon as the Reserve 
Bank is established, the indigenous banker should along with 
joint-stock and co-operative banks be brought into direct 
relations with the Reserve Bank, and thereby provided with 
rediscount facilities from that institution '. In the Statutory 
Report submitted by the Reserve Bank in 1937, certain 
proposals were put forward for compliance by the indigenous 
bankers for the purpose of linking them directly to the 
Reserve Bank. The most important of the conditions laid 
down by the Reserve Bank, which indigenous bankers will 
have to fulfil to qualify themselves to be linked up with the 
Bank, read as follows: 4 They must confine their business 
to banking proper as defined by the Indian Companies Act. 
Any other business that they might be conducting should be 
wound up within a reasonable time Among other condi¬ 
tions are the requirements to maintain proper books of 
accounts, to have them regularly audited, and to allow the 
Reserve Bank to inspect accounts, call for necessary infor¬ 
mation and regulate the business of indigenous bankers on 
banking lines. 

It is, however, not likely that the indigenous bankers will 
ever agree to the Reserve Bank's proposals. Nor is it 
possible for the Reserve Bank, consistent with its respon¬ 
sibilities and functions, to admit them directly as its 
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constituents unless its proposals are in their essentials agreed 
to. As the question of the linking up of the indigenous 
bankers directly with the Reserve Bank is not now found 
to be a practicable one, the only possible solution, as 
suggested by the Bank, is the development of an open bill- 
market in which first class bills will be freely negotiated. 

If such a market could be developed it would be possible 
for us (the Reserve Bank) to extend our open market opera¬ 
tions to trade bills as we do at present to Government secu¬ 
rities, and this would give first class indigenous bankers the 
closer and possibly ultimately the direct relationship which 
they desire, ’without compelling them to modify the essential 

character of their business or to submit to unduly rigid 
restriction '. 


# 



CHAPTER XX 

THE RESERVE BANK AND THE MONEY MARKET 

The primary function of the Reserve Bank is to control 
credit in the national interest. To effectively discharge this 
function, the Reserve Bank should be in a positipn to con¬ 
trol both currency and credit. The control over currency 
is of the utmost importance, inasmuch as it is the basis 
for credit expansion. If the medium of payment consisted 
primarily of currency, then control over it would have 
ensured in a large measure control over the credit situation 
also. If, on. the contrary, cheques were the principal 
medium of payment, as in Great Britain or the U.S.A., 
mere control of currency would be of little avail in con¬ 
trolling credit. For mere control of currency would not 
affect the volume of bank deposits or ‘bank money’. In a 
country, therefore, where the cheque habit is prevalent, 
the central bank should also be in a position to exercise 
control over bank deposits to fulfil effectively its purpose. 

Of the chief forms of purchasing power in India, namely, 
the rupee coin, the currency note and the bank deposit, the 
rupee coin is of minor significance. The principal media 
of payment are notes and chequeable deposits. Of these 
two, cheques have been gaining in popularity every year, 
although it is difficult to say if cheques have surpassed 
notes in importance as a medium of payment. In this 
country at present, both these means of payment are 
probably of equal importance. 

The Reserve Bank has been statutorilv entrusted with 

• ^ 

certain powers which have the object of facilitating its 
control over the monetary supply in the countiy. In the 
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first place, it has the monopoly of note issue. The duality 
oi control 'over currency and credit which used to be a 
serious weakness of the Indian money market has been 
abolished with the establishment of the Reserve Bank. 
Secondly, the Bank has been entrusted with the duty of 
holding the cash balances of scheduled banks. Besides, 
the holding of Government balances and the carrying out 
(>i the banking transactions of the Government provide it 
with useful means for exercising its control over the credit 
situation. In the third place, section 18 of the Reserve 
Bank of India Act empowers it to deal directly with the 
public under certain conditions. 1 he section provides that 
when a special occasion should arise, making it necessar}' 
or expedient that action should be taken for the purpose of 
regulating credit in the interests of Indian trade, commerce, 
industry and agriculture, the Bank may exercise the powers 
of direct discounts and advances, that is to say, it may 
d£al with the public directly in the open market without 
Ihe intermediation of a scheduled or a Provincial Co¬ 
operative bank. It is, of course, understood that this 
power will not be exercised except in very unusual 
circumstances. 

1 he Reserve Bank and Control of Credit 

In evaluating the role of the Reserve Bank as a controller 
of credit, an obvious difficulty presents itself. Although 
the Bank has been in existence for about eight years now, 
no serious occasion has yet arisen to test its hold over the 
market. liver since its inception easy conditions have 
prevailed in the market and the necessity of invoking the 
aid of the C entral Bank has not been felt by the market 
generally, which in India comprises mainly the commercial 
banks. It is noteworthy that up till now there have been 
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practically no bills in the Bank’s portfolio other than 
Treasury Bills, which incidentally also bears testimony to 
the absence of a discount market in India, while ‘other 
loans and advances', »that is, other than those given to 
Governments, have been insignificant. The examination of 
the Reserve Bank's role as a controller of credit has there¬ 
fore to be confined largely to certain, theoretical considera- 

V 

tions, which, however, should not be considered to be 
devoid of practical significance or implications. 

There are certain features of the Indian money market 
which might cast doubt on the ability of the Reserve Bank 
to exercise any effective control over credit. There is, in 
the first place, the pre-eminent position of the Imperial 
Bank in the money market. But, as we shall presently see, 
this position of the Imperial Bank need not detract, as in 
fact it has not detracted, from the influence of the Reserve 
Bank as the custodian of the nation’s financial interests. 
The Imperial Bank’s peculiar standing in the market has 
evolved a novel procedure of control in India—a procedure 
which may prove beneficial to both the Reserve Bank and 
the market. 

In the second place, there is in the market a group of 
banks, called the Exchange Banks, which, if they should 
so elect, might frustrate a policy initiated by the Reserve 
Bank in view of their easy access to the London money 
market. But it is extremely unlikely that the Exchange 
Banks would take up an attitude which, would run counter 
to the intentions of the Reserve Bank and to India's national 
interests. 

In the third place, it is suggested that in a country like 
India, where the money market is not organized, the 
Reserve Bank can wield but little influence. Neither the 
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experience of this country nor of that of other undeveloped 
markets, however, supports this assumption. In South 
Africa, for example, the Reserve Bank was of great use 
in helping the commercial banks to negotiate the difficult 
deflationary period following the last War. It was also 
of material use to the National Bank of South Africa in 
3:923 when that bank suffered a loss of capital and conse¬ 
quent impairment of its credit. The Commomvealth Bank 
of Australia also rendered invaluable services in the 
difficult years from 1929 onwards. As the Canadian Bank¬ 
ing and Currency Commission observes* the Common¬ 
wealth Bank 1 was instrumental in mobilizing the gold 
reserves of the country and their judicious employment with 
a view to tide the country over a period when Australia’s 
ability to provide and to transfer the services of her over¬ 
seas debt was seriously in question'. 

In India, also, the Reserve Bank has provided sufficient 
evidence of its influence being felt in the market, although 
no occasion has yet presented itself to ‘test the extent of its 
control over the market. The Reserve Bank has, further, 
another advantage which the central banks in South Africa 
or Australia did not enjoy. In both these countries the 
advent of the cefitral bank was viewed with considerable 
mistrust by the commercial banks. No such opposition 
existed in India to the idea of constituting a Reserve Bank, 
except probably only partially on the part of the Exchange 
Banks. Another advantage which has accrued to the 
Reserve Bank is the tradition, although in many respects 
imperfect, of central banking which the Imperial Bank has 
built up. In this tradition the role which the Imperial 


% 

' Report of the Canadian Banking and Currency Commission, 
1>. 216. 
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Bank discount rate played in its influence on other market 
rates deserves special mention. 

As a positive evidence of the influence which the Reserve 
Bank has been able to exert in the money market may be 
mentioned the removal of seasonal stringency in the market, 
as demonstrated in a uniform Bank rate throughout the year. 
This has in its turn had salutary effects on other market rates. 
Prior to the establishment of the Reserve Bank, not only 
were the various rates high and fluctuating, but there was 
also much divergence between them. With the Reserve 
Bank in operation, considerable improvement has been 
effected in both these aspects, as the following figures will 
testify: 
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The table reveals not only a welcome reduction absolutely 
in all rates, but also a narrowing down of the divergences 
between them. A noteworthy feature is the absence of 
any great disparity now between the Bombay and Calcutta 
bazaar rates. 1 his phenomenon may be interpreted as an 
indication of a more intimate and organic contact between 


1 61 2 Imperial Bank discount rate. 
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the two markets, which presumably the establishment of 
the Reserve Bank has facilitated. 1 

Another salutary effect of the establishment of the Reserve 
Bank has been the impetus it has provided to the develop¬ 
ment of sound banking practices. In fact it is one of its 
statutory obligations to foster the development of banking 
on sound lines. Its services in this connexion will not only 
improve banking standards, but also extend the scope of its 
control over the market.-* 

The Reserve Bank has also been trying to develop a 
wider market in Treasury Bills, which, if it is accorded 
larger support by commercial banks, will facilitate its 
control over the latter. 

The Reserve Bank .and the Imperial Bank 

It may be asked whether the unique position which the 
Imperial Bank occupies in the Indian money market 
constitutes any threat to the proper and efficient functioning 
of the Reserve Bank. Fortunately there appears to be no 
ground for the materialization of this danger. The relations 
between the two banks have been perfectly cordial, and 
there has been a realistic appreciation of the relative func¬ 
tions of the two banks in the Indian money market. If the 
Reserve Bank is the manufacturer of emergency credit in 
times of stress, the Imperial Bank will function largely as 
a wholesale dealer for its distribution to commercial banks, 
which again will retail them to the public. The scheduled 
banks, of course, can directly approach the Reserve Bank' 
for accommodation, but there are two considerations which 
might incline them to prefer the Imperial Bank. In the 
first place there is a longstanding relationship subsisting 
between the Imperial Bank, on the one hand, and the 
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scheduled and other commercial banks, on the other. In, 
the second place, the basis for obtaining accommodation 
from the Reserve Bank is narrow and strict. The Imperial 
Bank is not so much hampered as is the Reserve Bank 
by statutory provisions. When it is satisfied about the 
credit and standing of the borrowing bank, the Imperial 
Bank is in a position to extend credit more liberally. 

The Reserve Batik and the Bazaar Market 

The question of the effectiveness of the Reserve Bank’s 
control over the money market has, for obvious reasons, 
been confined so far to its organized section. In fact, the 
Reserve Bank cannot exercise any influence directly over 
the credit situation "in the bazaar market. Unless indigen¬ 
ous bankers and money-lenders reorganize their business 
methods, the Reserve Bank will not be in a position to 
offer them any assistance. But the absence of any powers 
for direct influence does not mean that the Reserve Bank 
exercises absolutely no control over the bazaar market. 

It is well known that operators in the bazaar market have 
often to approach the Imperial Bank and other commercial 
banks for discounting their bills or for advances against 
approved securities. In so far as they are forced by condi¬ 
tions in their own market to seek assitance of institutions 
in the organized money market, they expose themselves, 
albeit indirectly, to the regulating influence of the Reserve 
Bank. Further, a closer correspondence in recent years 
between their rates and the Imperial Bank Hundi rate is 
a welcome indication of a gradual development of a more 
organic relationship between the two markets, and as such 
to a widening of the scope of influence of the Reserve Bank 
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Of the methods available to a central bank for regulating 
credit, the most important are the manipulation of the 
discount rate and open market operations. 

The Discount Rate 

The effectiveness of the discount rate is to be judged not 

onJy by its level but also by the papers which are considered 

e igible by the Reserve Bank for purposes of rediscounting 

and lending and by the relative importance of these papers 

in the money market. We shall take up the second 
aspect first. 

It should be noted that the power of discounting bills 
and making advances which the Reserve Bank enjoys as 
a central bank has a twofold significance. In the first 
place, it is used for regulating credit. In the second place, 
this power of extending credit is limited to dealing in certain 
specified types of bills and securities. In this aspect, it 
represents the nature of assistance which scheduled banks 
may expect from the Reserve Bank in times of difficulty. 

It may be added that the question of assistance which 
member banks may expect from the Reserve Bank assumed 
particular importance during the crisis of the Travancore 
National and Quilon Bank, which ultimately failed to meet 
its obligations. In the uncertain and anxious atmosphere 
which the failure of this bank generated, th^ Reserve Bank,, 
with a view particularly to allay public criticism, clarified 
its position in the market vis-d-vis the scheduled banks. 

In respect of its lending policy, the Reserve Bank expressed 
the opinion that although it has a responsibility for provid¬ 
ing credit against eligible paper, it does not necessarily 
follow that the Bank is obliged to lend whenever any eligible 
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paper is brought to it. The Bank made it clear that in 
extending credit to scheduled banks, it will be influenced 
not merely by the nature of security offered, but also by 
other considerations such as the general character of the 
investments of the applying bank, the manner in which 
its business as a whole is conducted, whether, for example, 
it attracts deposits by offering excessively high rates of 
interest, whether it seeks help from the Reserve Bank in 
normal times when funds in the market are ample, whether 
it has been overtrading and extending an undue amount 
of credit for speculative purposes in commodities or secu¬ 
rities, or indulging in unsecured business to an excessive 
extent. These considerations are. however, common to 
central banking operations in all countries, and are essen¬ 
tial for ensuring that banking development will proceed 
along sound lines. 

As the Bank rate has been maintained at 3 per cent ever 
since the inception of the Reserve Bank, it is not possible 
to express any definite opinion as to its effectiveness in 
practice. 


Open Market Operations 

To supplement its discount rate policy, or even as an 
independent weapon to subserve particular ends, the 
Reserve Bank can influence credit conditions in the market 
by undertaking open market operations. This weapon 
operates by enlarging or contracting the cash basis of the 
commercial banks as a result of the purchase or sale by the 
Bank of Government securities. The effectiveness of this 
method depends largely upon the scope of the securities in 
which the Bank is entitled to operate as well as on the 
nature and organization of the market in which these 
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°P er t tlOI ' S undertaken. The nature of the securities in 
which the Reserve Bank can deal is specified in sections 
J /( 7 ) ond 17(8) of the Act. 

As to the nature and organization of the market from the 
pomt of vew of its responsiveness to operations undertaken 
bv the Reserve Bank, it is difficult to express an opinion 
in the absence of knowledge of the result of actual opera¬ 
tions. It would appear,. however, that the Reserve Bank 
has resorted to these operations with satisfactory results 
although probably not for the purpose of regulating credit’ 

It may also be recalled that the Reserve Bank is anxious 
to widen the market for Treasury Bills, although till now 
only a tew big scheduled banks in the market, of which 
the Imperial Bank is the most important, render any active 
assistance to the Reserve Bank in this matter. 

Other Weapons 

In addition to the two important weapons alreadv men¬ 
tioned, the Reserve Bank, it may be recalled, has also 
been, entrusted with the authority to deal directly with the 
public in kinds of paper which are deemed ' eligible ’, but 
only under certain special conditions. This provision 
invests the Reserve Bank with special powers of consider¬ 
able potency to force the commercial banks to follow parti¬ 
cular policies initiated by it. It is, however, extremely 
unlikely that these powers will be used or even need be 
used, for the very fact that the powers exist should be a 
sufficient warning to commercial banks not to run counter 
readily to the wishes of the Reserve Bank. 

Of the other instruments of control generally available 
to a central bank, those relating to the rationing of credit 
to and the taking of ‘direct’ action against ‘scheduled’ 
or member banks are as yet of little practical value in 
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India, inasmuch as these banks are not large borrowers 
of central bank credit. Publicity has been used as- a fruit¬ 
ful weapon only in the U.S.A. Its scope in India for 
controlling credit of member banks by making representa¬ 
tion to the institutions concerned must obviously be very 
restricted. The reason for this is that these banks do not 
yet use central banking credit to any appreciable extent. 
But moral suasion, in the sense .of effecting an improve¬ 
ment in banking standards and practices as a result of 
representation or instructions offered by the Reserve Bank, 
can be, and has indeed been, of considerable practical effect. 

Another method of control of an indirect nature may be 
fruitfully used in India. This is the growth of a healthy 
convention between the Reserve Bank and other important 
constituents of the money market. Its practical manifesta¬ 
tion is seen in the relationship subsisting between the Bank 
rate and other money rates in the market, in which the 
latter rates follow the lead given by the former. The 
Imperial Bank, prior to the establishment of the Reserve 
Bank, developed a sort of convention of this nature, which 
the Reserve Bank should be in a position to render more 
effective. 


CHAPTER XXI 
AGRICULTURAL FINANCE 

The importance of agricultural or rural finance in a country 
where more than seventy-five per cent of its population live 
m vllla S es and pursue agricultural activities, cannot be exag¬ 
gerated. The establishment of a special Agricultural Credit 
Department by the Reserve Bank is an acknowledgement of 
the exceptional importance of rural finance in a country 
like India. It is indeed remarkable that in a statute deal¬ 
ing with the establishment of a Reserve Bank for India, 
provision was made for the creation of an Agricultural 
Credit Department as a part of the organization of such 
a Bank. The Reserve Bank was further statutorily entrusted 
with the responsibility for submitting proposals by the 31st 
December, 1937, f or the improvement of the machinery for 
dealing with agricultural finance and methods for effecting 
a closer co-operation between agricultural enterprise and 
the operations of the Bank. This statutory report was duly 

submitted by the Bank to the Government on the 15th 
December, 1937. 


Credit Needs of the Agriculturist 

The financial needs of the agriculturist have been variously 

classified. For example, his credit requirements have been 

grouped under the following heads, short-term, intermediate- 

term and long-term. Another classification consists of 

investment, operating and consumption credit, apart from 

credit required for repayment of debts. For our purposes, 

we may group the" financial needs of the agriculturist into 

two broad categories, long-term and short-term. Long-term 
16 
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credit is required mainly for (a) repayment of past debts, 
(6) purchase of land, and ( c ) improvement of land and 
methods of cultivation. Short-term or operating and 
consumption credit is required for such operations as the 
purchase of seed, sowing, ploughing, and weeding,' the 
replacement of cattle or implements and the marketing of 
products, on the one hand, and such money as is ordinarily 
required fbr the maintenance of the cultivator's family until 
the crops are sold, on the other. Apart from such credits, 
there should be an agency for affording relief in times of 

exceptional distress, as is provided for under the Agricul- 

/ 

turists’ Loans Act. 


Short-term Credit 

The principal agencies for the provision of short-term 
finance to the agriculturist are the indigenous bankers, 
money-lenders and co-operative societies. Apart from these, 
there are a few other agencies of but little significance such 
as the commercial banks, the government loan offices in 
Bengal and nidhis and chit funds in Madras. These latter 
agencies play a small part in the provision of agricul¬ 
tural finance, and we shall leave them out of account. 

Of the three principal agencies mentioned above indigenous 
bankers do not usually lend money directly to the agricul¬ 
turist. To the extent that they provide agricultural finance, 
they do so mainly through the agency of money-lenders. 
The latter borrow funds from indigenous bankers to lend 
them out at a higher rate to the agriculturist. The main 
sources for obtaining short-term finance by the agriculturist 
are money-lenders # and co-operative credit societies. Of 
these two sources, money-lenders have been much the more 
important. 
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Money-Lenders 

The money-lender is the most important indigenous credit 
agency, especially in rural areas. The fact which dis¬ 
tinguishes him from an indigenous banker is that he does 
not usually deal in hundis. He does not usually accept 
deposits either. The money-lender ma^ be a professional 
one who is also known as a sowcar, a bania, or a mahajan, 
these titles include itinerant money-lenders such as Pathans 
and Kabulis ; he may be, on the other hand, a non-profes¬ 
sional money-lender such as a landowner, an agriculturist, 
a merchant, a trader, a pleader, a pensioner or a jobber, 
who pursues other activities but who lends out his surplus 
funds. In certain provinces where legislation has been 
undertaken to control the operations of money-lenders, all 
money-lenders have to be licensed. 

It would appear that the non-professional money-lenders 
are often more exacting than the professional money-lenders. 
The professional rural money-lender gives small loans on a 
mere entry in the account book, or no entry at all backed 
by a verbal promise, and without documents, but asks for 
promissory notes when the loans are large or old loans 
renewed. He usually gives loans for current needs on 
personal security on the understanding that the harvest is 
to be sold to or through him, or on the mortgage of crops. 

If the loans are large or taken for a long period, security 
in the form of mortgages of land, houses or ornaments is 
asked for. The non-professional landlord or agriculturist 
money-lender on the other hand, when he lends seeds on 
the security of future crops, or money on that of land, often 
eagerly awaits the opportunity of seizing both. The landlord 
money-lenders are most likely to abuse their powers as they 
secure a double hold over their tenant-borrowers, who have 
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to pay both rent and interest. In other respects, their ope¬ 
rations and methods are similar to those of professional 
money-lenders. A merchant or trader money-lender lends 
money to cultivators on condition that the crops are sold to, 
or through him. 

The finance supplied by the money-lender suffers from 
the defect that it ifsually carries heavy rates of interest and 
other vexatious conditions, and that he is not interested in 
the manner in which the agriculturist uses the borrowed 
money. What the money-lender is concerned with is the 
safety of his loan, not the purpose for which it is taken, nor 
whether the borrower can repay it out of his current in¬ 
come or not. The result is that money which is borrowed for 
short periods and which should be used for meeting current 
needs is spent for financing long-period requirements. 
Another consequence of these conditions is that an agri¬ 
culturist, once in debt, is always in debt. 

With a view to control the very high rates charged by the 
money-lender as also his many corrupt and vexatious 
practices, both the Central Banking Enquiry Committee and 
the Reserve Bank recommended that legislation should be 
undertaken for the regulation of the business of money- 
lending. The Punjab had already passed a law in 1930 
called the Punjab Regulation of Accounts Act, under which 
all those who give loans at interest, excluding loans to 
merchants and manufacturers, have to maintain a separate 
account for each debtor in a prescribed way, showing the 
date and the amount of the principal of the loan, the rate 
of interest separately, the amount and date of every payment 
received by the creditor, and 'to furnish the borrower half- 
yearly a statement of account showing the amount of loan 
outstanding and all transactions relating to it. In recent 
years, many other provinces have enacted laws to control 
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the activities of money-lenders on more or less similar lines. 
In Bengal, a. Money-lenders’ Act was passed in 1938. Be¬ 
sides pro\ iding for the taking out of licenses for engaging in 
the business of money-lending, and the control of the opera¬ 
tions of money-lenders, the Money-lenders Acts in the various 
provinces usually give the courts power to re-open accounts 
either when the interest is excessive or when the transac¬ 
tion is unfair. The Acts also lay down the rates that may 
be charged on secured and unsecured loans. These rates 
are always simple interest rates and vary usually from 8 
to 12 per cent on secured loans and 10 to 18 per cent on un¬ 
secured loans. In Bengal, the maximum simple interest 
rates allowed on secured and unsecured loans are 8 and 10 
per cent respectively. The Bengal and C. P. Acts provide 
that no court shall decree on account of arrears of interest 
a sum greater than the principal of the loan. The Bihar 
Act provides that arrears of interest on loans granted by a 
court shall not exceed, when added to interest already paid, 
the amount of the original principal. 

Legislation to control usurious and corrupt practices 
of the money-lender is eminently desirable, but it should 
not be such as to rouse a feeling of nervousness among 
money-lenders, particularly in respect of the sanctity of con¬ 
tract. Legislation passed to offer relief to the ryot in res¬ 
pect of the burden of his debts may often unfairly affect 
money-lenders' interests. While, therefore, the money¬ 
lender's activities may be brought under control so that he 
may not exploit the cultivator's ignorance and financial 
difficulties, he should, at the same time, be given every 
protection to collect his just dues. The money-lender is 
still a very important rural credit agency, and it would be 
unwise to do anything which would completely dry up this 
source. He can and does take more risks than any other 
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rural financial agency. As he has a more intimate knowledge 
of and contact with cultivators, he can take risks which a 
bank or a co-operative society would be unwilling to accept. 
Further, in times of depression, the money-lender can afford 
to be more lenient towards his debtors, as it is his own money 
he has lent out, than banks and co-operative societies which 
have to be more strict in the matter of the realization of 
their dues. 


Co-operative Societies 

Besides the money-lender, the other important rural credit 
agency is the co-operative society. The importance of co¬ 
operation as a rural financial agency has increased since the 
passing of legislation in various provinces aimed at scaling 
down rural indebtedness. These laws have the effect of 
scaring the usual credit agencies and diminishing the flow 
of credit. As the prosperity of agriculture must ultimately 
depend upon an adequate supply of cheap finance for pro¬ 
ductive and useful purposes in the future, the only agency 
that can reasonably be expected to make up for the defi¬ 
ciency created by the contraction of private credit is the 
co-operative society. 

The growth of the co-operative movement may be dated 
from the passing of the Act of 1904, which officially launched 
the movement in India. Since then, its progress has been 
more or less continuous till 1929. The development of co¬ 
operative credit in particular has been very rapid during the 
decade preceding 1929. With the onset of the depression in 
that year, the movement received a serious set-back. One of 
the reasons for this set-back was the catastrophic fall in the 
prices of agricultural produce with a consequent fall in the 
income of the ryot. But certain other inherent defects of 
the co-operative movement were also revealed during the 
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depression period. It was found that the societies had lent 
money in the past in many cases without any proper security 
and much in excess of the paying capacity of the ryot. No 
effective steps were taken to encourage savings in good 
years with which the members could withstand the effects of 
the years of depression. The increased income during the 
period of prosperity was mostly frittered away in extravagant 
and unproductive expenditure. Another serious defect of the 
movement was that it was mainly one-sided. Emphasis was 
mostly laid on the credit societies, while other aspects of the 
movement such as improvement in the method of production, 
supply of the various needs of the ryot and marketing on 
co-operative lines were neglected. Since the inauguration of 
provincial autonomy in 1937, interest has again been revived 
in the co-operative movement which since 1929 was more 
or less in a moribund condition. Popular ministries were 
anxious to ameliorate the distressed condition of the rural 
population. Legislation was passed to reduce debts and 
offer to the ryot relief in other forms as well, which pre¬ 
judicially affected private credit agencies. In the circum¬ 
stances co-operative societies received increasing attention. 

Rehabilitation of the Co-operative Movement 

The task of rehabilitation is by no means easy. An audit 
classification of agricultural primary societies in 1938-39 
revealed that an appreciable proportion of the societies in 
different provinces—over 40 per cent in four provinces and 
about 25 per cent in three others—fall into ‘ D ' and ‘ E ' 
classes, and relatively few societies—less than 10 per cent in 
six provinces—come under ‘ A ’ and ‘ B ' classes. In 
Bengal 1.4 per cent are in ‘ A ’ and ‘ B ’ classes, 46.8 per 
cent in class ‘ C ' and 25.4 per cent in classes ‘ D ' and 

'E'. 
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Primary Societies 

The task of rehabilitation must begin with the primary 
societies and simultaneously proceed upwards. Reorganization 
should have two primary objectives. In the first place, pri¬ 
mary societies should restrict their business generally to short¬ 
term loans and grant intermediate-term loans only to a limited 
extent. A preliminary to this is the necessity of instituting 
measures for restoring a balance between their realizable 
assets and their liabilities. The societies should also fix the 
normal credit limits of members and adhere to them strictly, 
exercise close supervision over the employment of loans, 
and take prompt action against defaulters while granting ex¬ 
tension with reasonable facility in genuine cases of inability 
to repay. In the second place, the societies should extend 
their scope of activity beyond, as now, merely providing 
credit so that a comprehensive effort may be made to effect 
an all-round improvement in the ryot's life. In other words, 
as the Reserve Bank has urged the primary society should 
develop as a multi-purpose society. It should not merely 
be an agency for supplying finance but an influence for the 
all-sided development of agriculture and the betterment of 
the life of the villager from every point of view. ' Starting 
with credit for current needs, a society may get the old 
debts of its good members liquidated through a land mort¬ 
gage bank, introduce better business and better monetary 
return by inducing its members to sell their produce co¬ 
operatively, ensure their growing the improved varieties of 
crop by purchasing seeds for them, save on purchases by 
arranging for the purchase of their other needs jointly and 
at profitable rates on an indent system without incurring any 
risk or liability, save litigation expenses by effecting arbi- 
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tration, improve the outturn of crop by consolidation of 
holdings, supply of pure seeds and improved implements, 
implement the ‘income of its members by inducing them to 
take up subsidiary industries, introduce better living mea¬ 
sures by adopting bye-laws by common consent which will 
curtail ceremonial expenditure and remove insanitary habits, 
provide medical relief, and so on 

Central Banks 

The rehabilitation of the primary societies along lines 
su SS cs ^ e< J above will call for a change in the outlook and 
operation of central as well as provincial banks. Central 
banks should, in the first place, conduct their business along 
sound banking lines, and this condition applies with equal 
force to provincial banks as well. The criteria of sound 
banking, as laid down by the Reserve Bank, are in respect 
of the distribution of assets so as to maintain adequate cash 
and fluid resources, the maintenance of an adequate margin 
between borrowing and lending rates so as to build up strong 
reserves, the proper treatment of unrealized interest, the 
proper scputiny of, and provision for bad and doubtful debts, 
the confining of business generally to short-term loans, the 
separate indication of long-term loans and overdues of prin¬ 
cipal and interest, and in general, the proper and accurate 
presentation of the affairs of the bank in the balance sheet. 
Further, the central banks should broaden their outlook 
with a view to help the reorganization of the primary societies. 
They should take a more intimate interest in the work of the 
primary societies, supervise and guide their operations, assist 
them in training their members in the principles of co-opera¬ 
tion and generally in improvng their work. 
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Provincial Banks 

The provincial bank is the apex of the co-operative move¬ 
ment in a province. It acts as the clearing and balancing 
centre for the central banks by transferring surplus funds 
from one locality to another and by serving as a channel for 
the remittance of funds. It accepts current deposits and 
fixed deposits from the constituent banks as well as savings 
and fixed deposits from the general public. As the apex 
bank in a province, it should be the duty of the provincial 
bank to take an active part in directing the co-operative 
movement along right lines and towards organization on a 
broader basis. 

The provincial bank is the agency through which the 
co-operative movement is linked with the commercial banks 
as well as with the Reserve Bank. It assists, for example, 
central banks to obtain accommodation from the Imperial 
Bank under the cash-credit arrangement. It can also obtain 
accommodation from the Reserve Bank under certain con¬ 
ditions. 


The Reserve Bank and Agricultural Finance 

The Reserve Bank can provide accommodation to agricul¬ 
ture either through the agency of the indigenous banker or 
the co-operative % movement. As indigenous bankers have not 
agreed to reorganize their business and operations on the 
lines suggested by the Reserve Bank, it has not been 
possible to link them up with the Bank. The Reserve Bank 
credit facilities may, therefore, be available to them only 
through the intermediary of scheduled banks to the extent 
that the indigenous bankers may take loans or advances 
from the scheduled banks and the latter, in turn, may obtain 
the necessary finance from the Reserve Bank against the 
security of eligible paper. It has to be observed, however. 
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that the paper against which indigenous bankers may obtain 

accommodation from scheduled banks is not considered 

. 

eligible paper. 

Agricultural finance may also be obtained from the 
Reserve Bank through the agency of the provincial co¬ 
operative banks. The Bank, however, -can supply only 
emergency or seasonal finance to tide over tefnporarv diffi¬ 
culties. Financial accommodation from the Reserve Bank 
to the co-operative movement through the provincial co¬ 
operative banks may be available under the following 
heads: 

(a) Loans and advances against Government securi¬ 

ties for periods not exceeding ninety days to 
provincial co-operative banks and through them 
to central co-operative banks—section I7(4)(a). 
This accommodation will be available at any 
time subject to the limits and margins which may 
be laid down by the Reserve Bank. 

( b) Similar loans and advances to provincial co-opera¬ 

tive banks and through them to central 
co-operative banks against approved debentures 
of recognized land mortgage banks which are 
declared trustee securities, if the Bank consi¬ 
ders that the debentures are readily market¬ 
able. 

( c) Discount of Treasury Bills at rates which can be 

ascertained from the managers of the offices of 
the Reserve Bank from time to time. 

(d ) Loans and advances for periods not exceeding 

ninety days to provincial co-operative banks 
against promissory notes of approved co¬ 
operative marketing or warehouse societies 
endorsed by provincial co-operative banks and 
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drawn for the marketing of crops—section 
17(4)(c), or rediscount of such promissory notes 
maturing within nine months—section 17 (2)(b); 
or loans and advances for periods not exceed¬ 
ing 90 days on the promissory notes of provin¬ 
cial co-operative banks secured by warehouse 
warrants issued by corporations independent of 
the borrower or on the security of promissory 
notes supported by documents of title to goods 
which have been assigned or pledged as secu¬ 
rity for cash credits or overdrafts granted by 
the provincial co-operative banks to approved 
marketing or warehouse societies—section 
i7(4)(d). 

( e ) Besides making advances in the manner stated 
above, the Bank will also on occasions be pre¬ 
pared to make advances to provincial co-opera¬ 
tive banks for a maximum period not exceeding 
90 days against promissory notes of central co¬ 
operative banks endorsed by provincial co-opera¬ 
tive banks and drawn for financing seasonal 
agricultural operations or the marketing of 
crops—section 17 (4)(c) ; or rediscount of such 
promissory notes maturing within nine months— 
section i7(2)(b). In this case the Bank would 
require more detailed information regarding 
the financial position of the central banks whose 
paper is intended to be rediscounted and the 
working of the primary societies financed by 
them. This inquiry will be made with a view 
to ascertaining how far the loans and advances 
made by the central banks to the primary socie¬ 
ties kre liquid or otherwise. For the purpose 
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of these loans the Bank would obviously have 
to confine itself to the paper of first class central 
banks run on approved banking methods. 

In order to be able to obtain financial accommodation 
from the Reserve Bank, a provincial co-operative bank must 
maintain with the Reserve Bank cash balances equal to not 
less than 2£ per cent of its demand liabilities and 1 per cent 
of its time liabilities. Only two provincial co-operative 
banks had till 1941 taken advances of small amounts from 
the Reserve Bank against Government securities on a few 
occasions since 1938. / 

In actual practice, the Reserve Bank has not as yet been 
a fruitful agency for the provision of ample agricultural 
finance, even in periods of emergency. It is extremely 
doubtful if the situation will show any immediate improve¬ 
ment. For one thing, it will not be easy for the co-opera¬ 
tive banks to separate their long-term debts from short¬ 
term obligations, or satisfy the reserve requirements indicated 
by the Reserve Bank. For another, agriculture is such a 
hazardous occupation and so much susceptible to the vagaries 
of the weather that it is hardly likely that loans granted by 
credit societies for even cultivation finance will be promptly 
repaid. For yet another, the all-round rehabilitation scheme 
of the co-operative movement, which the Reserve Bank 
considers essential, will not be easy of realization in the 
circumstances, and further, as the Reserve Bank as a 
Central Bank must maintain absolute liquidity in its position, 
Professor Niyogi 1 rightly observes that ‘the Reserve Bank 
will hardly be in a position to grant loans against promis¬ 
sory notes of provincial co-operative banks or discount such 
notes issued for cultivation finance'. 


1 The Co-operative Movement in Bengal , p. 140. 
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Long-term Credit 

Long-term finance is required by the agriculturist for the 
liquidation of past debts and the improvement of land. 
Such loans are generally given against the security of land, 
and land mortgage banks are therefore considered the most 
suitable agency for providing such finance. 

Although the first land mortgage bank in India was 
•established in 1920 in the Punjab, the first real beginning in 
land-mortgage banking was made in 1929, with the establish¬ 
ment of the Central Land Mortgage Bank in Madras for 
centralizing the issue of debentures and co-ordinating the 
working of primary banks in that province. A central 
land mortgage bank was also organized in Bombay in 1935. 
By 1939, there were about 100 land mortgage banks in 
Madras with a working capital of Rs 83 lakhs ; 12 in the 
Punjab ; 13 in Bombay ; 12 in the C. P. and 5 each in 

Bengal, the U. P. and Assam. 

The technique of land mortgage banking is most developed 
in Madras and Bombay, in which provinces the central land 
mortgage banks raised large capital by issuing debentures. 
The land mortgage banks of Bengal and the C. P. are 
financed by the respective provincial co-operative banks. 

Although the land mortgage banks in * the various pro¬ 
vinces have been registered under the Co-operative Societies 
Act, they are, strictly speaking, not co-operative organiza¬ 
tions. They are limited liability institutions of agricultural 
borrowers, with some non-borrowers for obtaining funds or 
with business experience. Generally, the shareholding of 
each member is limited, although in some cases members 
have to contribute a certain percentage of their borrowing 
to the share capital. 

Loans are given to members on mortgages of their lands 
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up to 50 per cent of the value of land in some provinces, or 
up to 30 times the land revenue payable on them in others. 
Generally a maximum limit which varies between five and 
ten thousand rupees is fixed for loans to be granted to an 
individual member. The period of loans varies from 15 to 
30 years, and the rate of interest from 6 to 9 per cent. 

An examination of the working of land mortgage banks 
reveals that the banks have been concerned too much with 
the redemption of old debts, and too little with the improve¬ 
ment of land and agriculture and the introduction of better 
methods of farming. 

In view of the crushing burden of past debts, a pre¬ 
occupation with the liquidation of this burden is probably 
natural and also inevitable. But if the other question of 
improvement of land and methods of farming is not given 
adequate attention, the problem of indebtedness itself may 
become more acute in future and the condition of the ryot 
deteriorate still further, for unless he can produce more and 
better crops and thus augment his income, it is doubtful if 
the ryot will ever be lifted out of his .present plight or 
whether the essential purpose for which long-term loans are , 
given will be fulfilled. A great responsibility, therefore, 
rests upon the management of the land mortgage banks to 
see that the finance that they provide is properly used. The 
banks must also guard against the appearance of overdues, 
by properly assessing at the very beginning the amount of 
loan that can be given to an individual member and by 
insisting upon punctual repayment. For proper and useful 
functioning of land mortgage banks, there should be close 
collaboration and co-ordination between land mortgage 
banks, the Agricultural Department of the Goverpment and 
the machinery of debt conciliation boards, where they 
exist. 
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The Reserve Bank and Long-term Credit 

The Reserve Bank is not statutorily authorized to provide 
long-period finance. It cannot therefore render much effective 
assistance to land mortgage banks. Central land mortgage 
banks which, however, have been declared to be provincial 
co-operative banks under the Reserve Bank of India Act, 
may obtain loans and advances for periods not exceeding 90- 
days against Government securities in case of an emergency. 
The Reserve Bank can also help land mortgage banks by 
buying their debentures or by making loans against them 
provided they are guaranteed by Government both in respect 
of principal and interest and provided they are readily 
marketable. The principal and interest of debentures issued 
by the Bombay and Madras Provincial Land Mortgage 
Banks are guaranteed by the Governments of Bombay and 
Madras respectively. But the Reserve Bank may refuse to 
purchase these debentures on the ground that they are not 
readily marketable. 



CHAPTER XXII 

WAR AND THE INDIAN MONEY MARKET 
Although the war has naturally affected every aspect of 
Indian economy, we shall confine ourselves to a discussion of 
some of its financial and monetary effects only. We 
are now in the fifth year of the war, and, by all 
tokens, it may continue, particularly in the *far eastern 
theatre, for a long time yet. With the progress of the war, 
still further changes will be witnessed in the economic and 
financial spheres. We shall in this chapter recapitulate 
developments in money, banking and finance up to 
the end of the fourth year of the War. 

Central Government Finances 

Revenue Deficit of Central Government _We shall take 

up first the budgetary position of the Indian Government. 
The year 1940-41 revealed a deficit on revenue account 
of Rs 65,33 lakhs. In 1941-42, the deficit was Rs 12,69 
lakhs, and in 1942-43, the revised estimate put it at 
Rs 94,66 lakhs. The budget estimates for 1943-44 

place the deficit on revenue account at Rs 60,29 lakhs. 
This deficit is to be met by taxation amounting to Rs 20,10 
lakhs and the rest by borrowing. 

Government Borrowing .—Since the outbreak of the War, 
internal borrowings of the Government have considerably 
increased. I he various defence savings loans yielded 

Rs 53 *35 lakhs between June 1940 and March 1941, 

Rs 58,85 crores during 1941-42, and Rs 42,96 crores 

during 1942-43. 

In addition to defence Joans, the Government of India 
have placed on the market non-terminable rupee counter¬ 
parts of repatriated sterling loans, which were originally 
- 17 
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taken up by the Reserve Bank. Up to January 31, 1943, 
Rs 82 crores were subscribed by the public out of Rs 152 
crores of rupee paper created up to December 1941. 

There has also been a large increase in the short-term 
borrowing of the Government by means of Treasury Bills. 
The amount of Government of India Treasury Bills out¬ 
standing with the public on September 1, 1939 was 

Rs 35,14 lakhs, and this increased to Rs 1,17,92 lakhs 
on April 30, 1943. 

Government’s Financial Position .—The financial position 
of the Government of India has been quite satisfactory and 
is on a much better footing than that of many allied 
Governments. If the Indian budget alone is considered as 
a whole, there has been no deficit during any year as 
borrowings have more than counter-balanced deficit on the 
revenue account. If, however, we w’ere to take into account 
the expenditure incurred in this country by the Government 
of India on account of purchases made by the U.K. Govern¬ 
ment, for which payment is made by the latter in sterling in 
London the total expenditure of the Government of India 
would disclose a huge deficit even after allowing for amounts 
raised by borrowing. This fact, however, does not affect 
the budgetary position of the Government as such, but it 
has been mainly instrumental in generating an inflationary 
process with all its attendant evil consequences. 

Supply of Currency and Coins 

Aftei; the fall of France in June, 1940, a great panic set in 
in the country. There was a heavy withdrawal of deposits 
from banks as well as of rupees and small coins from 
circulation. These coins were to a large extent privately 
hoarded. To meet the acute shortage of rupee coins, the 
Government issued two notifications. A notification issued 
on June 25, 1940 under the Defence of India Act tempo- 
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rarily suspended the obligation of the Reserve Bank 'to 

issue rupee coin on demand in exchange for notes and 

versa '• Secondly, the Government of India began 

to issue rupee notes under the Currency Ordinance issued 

in July, 1940. It should be noted that these one-rupee 

notes are shown as rupee coins in the Reserve Bank’s 

weekly statement. 

To meet the acute shortage of small coins, the 

Government have adopted various measures. The silver 
content of eight-anna and four-anna coins has been 
reduced. Now two-anna and one-anna coins have been 
issued, and an altogether new coin in the shape of a 
double pice has been put into circulation. But all these 
measures have not relieved the situation created by the 
shortage of small coins. The ‘pice’ has gone out of circula¬ 
tion, and a new ‘pice’ coin which was issued some time ago 
has also disappeared from circulation. The position of small 

change has of late somewhat improved, but still continues 
to be unsatisfactory. 


Money and Prices 

The outstanding fact in the monetary situation in the 
country is the enormous expansion of monetary supply, 
which in its turn has been responsible for a continuing 
rise in prices. Here are some relevant figures r 

I_ In crores of rupees 


Notes in 
circulation 


August—1939 
Average—1939—40 
— 1940—41 
-1941—42 
January. 1943 
April, 194 3 
July, 194 1 
•October, 194 < 


179 
209 
242 
»o8 
588 
60 7 
73 * 
774 


Demand depo¬ 
sits of sche¬ 
duled banks 

M 3 
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211 
345 
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428 
46O 
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As compared with August, 1939, notes in circulation and 
bank deposits have increased by about Rs 600 crores and 
Rs 325 crores respectively in October, 1943 ; the percentage 
increases being 315 and 226 respectively. If we take August, 
1939, as base, the combined increase in note circulation and 
bank deposits in May, 1943, is nearly 270 per cent. • 

Calcutta Wholesale Prices 


( IQI4 = 100) 


August, 

i 9 J 9 

I 100 

; f 

1940 

120 

9 • 

1941 

1 19 

9 9 

1942 

185 

January, 

1943 

250 

April, 

1943 

293 

J^y. 

1943 

332 

October, 

194s 

334 

Taking August 1939 as base, 

the rise in price in October, 


1943, is nearly 235 per cent. Thus while monetary supply 
has increased by nearly 270 per cent, the index of Calcutta 
wholesale prices has risen by 235 per cent. To ascertain 
the true relationship between the increased monetary supply 
and the rise in prices is by no means easy. The most 
serious handicap is the absence of any reliable data in 
respect of the increase in the volume of production since 
August, 1939. It has been suggested that our physical 
output has increased by about one-third. If this were so, 
the level of 1939 prices would have been maintained, other 
things being equal, if our monetary supply had increased 
by about one-third only to about Rs 430 crores. But our 
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monetary supply at Rs 1,240 crores in October, 1943, is 
about 190 per cent more than this requirement. As prices 
have risen by 235 per cent, it would appear that prices have 
risen more than the increased monetary supply should 
warrant. Such a conclusion is contrary to all current expert 
opinion, which maintains that our price level should have 
been much higher than what it is to day. 

It is necessary therefore to examine more closely such a 
conclusion. It may be contended that the deposits of the 
Reserve Bank should also be included in the computation 
of monetary supply. This may be conceded ; but as the 
balances of scheduled banks with the Reserve Bank should 
be deducted from the total monetary supply, the resulting 
position will not bring about any material difference. 

It is also noteworthy that both bank advances and turn¬ 
over of deposit money as indicated by Clearing House 
returns have declined since August 1939, as the following 
figures will show: 



1 

2 
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The ratio of bank clearings to average deposits of sche¬ 
duled banks for the eleven months from April, 1942 to 
February 1943 is 8. Thus both bank advances and the 
rate of turn-over of bank money have considerably declined 
since the outbreak of the War. And yet prices have, as 
already stated, more than proportionately increased. The 
explanation of this seeming paradox would appear to be 
as follows. In the first place, the importance of bank credit 
in the total monetary supply has relatively declined since 
the War started. This will be borne out by the fact that 
both the employment and the money income of a large 
section of the population which does not maintain any 
banking account have increased. This means that currency 
has become much more important as a medium of payment. 

In the second place, the argument about the fall in the 
velocity of circulation of bank money deserves closer 
examination. Clearing House figures refer only to cheques 
passing through the Clearing House, but it is a patent fact 
that a large number of cheques today do not at all pass 
through the Clearing Houses. This is an inevitable conse¬ 
quence of the growing importance of black markets. A 
large volume of payments is effected today by means of 
cash withdrawn from banks by cheques payable to self or 
bearer. As these cheques are not included in Clearing 
House returns, and as their number and amount must be 
considerable, the velocity of circulation of bank money as 
represented only by Clearing House returns does not indicate 
the correct position. In the third place, although the 
general volume of production may have increased by about 
one-third, there may have been a relative decrease in the 
supply of commodities that enter into the constitution of 
the whole-sale price index. In other words, as compared 
with the pre-War position, a relatively much larger volume 
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of money is impinging on a relatively smaller volume of con¬ 
sumption goods. Some confirmation of the assumption may 
be found in the circumstance that the production or expan¬ 
sion of purely armament goods has not been brought about 
by the employment wholly of new capital and labour, but 
is largely to be accounted for by the transference of equip¬ 
ment and labour from existing consumption industries. 

The question, however, has been posed whether the high 
and continually rising prices indicate an inflationary process. 
What appears by all tokens to be a simple illustration of an 
inflationary symptom has been challenged from two sources. 
A certain section of the commercial community, whose 
opinion has been voiced by Mr Birla, maintains that the 
malady is not inflation but scarcity. Secondly, officials 
such as Sir Jeremy Raisman, argue that there has been no 
pure credit inflation. 1 

Two short excerpts from Mr Birla's pamphlet, ‘Inflation 

or Scarcity’ will explain his thesis. On page 15, Mr Birla 

• 

says, ‘The fact that the country now possesses a greater 
purchasing power than before merely means the creation of a 
large body of potential buyers or consumers. But for a 
rise in prices to be effected, the mere existence of potential 
buyers is not enough. That clientele must come into the 
market, make its purchases and pay for the same before 
any rise can take place. Since it has not done so, the rise 
which has occurred is attributable not to the increased 
purchasing power but to the decreased supply of goods. 
Again on page 16 he argues that ‘it is the increased volume 


1 Since this was written, the Government of India have admitted 
the fact of inflation in the country and have also been anxious to 
institute various measures to combat it. 
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of Government’s purchases, not the potential purchasing 
power of the people, that is responsible for the high price- 
level’. Both these arguments miss the essential point in 
the monetary situation and the procedure of paying for the 
war. It is common knowledge that in war, some part of 
civilian consumption must be diverted to military needs for 
the prosecution of the war. How this diversion is to be 
effected is the point at issue. There are many possible ways 
in which this can be done, and the important among these 
are: (a) taxation, ( b ) borrowing and (c) inflation. These 
methods may be used separately or in combination. If 
funds are made available by taxation or by public saving 
or both, the community will be paying for the goods that 
the Government needs and it must go without, at least for 
the moment, and no inflationary’ rise in prices should ensue. 
If, however, the Government are not in possession of suffi¬ 
cient funds by way of taxation and borrowing to procure 
the goods and services they need, they may issue more 
paper money and purchase what they require. This issue 
of additional currency acts as a forced levy or tax on the 
community, compelling other people to go without in order 
that the Government may obtain a larger share of the avail¬ 
able resources. This ‘going without' is enforced by rise 
of prices which inflation produces. The reason why there 
are man}' potential purchasers, to quote Mr Birla, is that 
the Government has entered the market armed with currency 
notes and bought goods at higher prices thus shutting off 
some purchasers, while, at the same time, it has comman¬ 
deered certain goods which are not available to potential 
purchasers even at very high prices. To a certain extent, 
therefore, the very fact that there are many potential con¬ 
sumers helps a rise in prices in order to keep some of them 
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out of the market, while the other fact that the Government 
has commandeered certain goods without proportionately 
restricting the purchasing power in the hands of the public 
leads to a high and disproportionate rise in the price of 
goods not commandeered. It may be argued that in the 
second instance it is a case of scarcity and not of inflation. 
But this would be ignoring the real significance of the pro¬ 
cess by which the rise in prices has been brought about. It 
may still be argued that the Government of India has not 
taken resort to the printing press in the literal sense for 
financing its* war expenditure, and that what they have done 
B to purchase on the British and other Allied Governments’ 
account goods and services in India for which they have 
leceived payment in sterling, and as such it would be wrong 
to assume that there has been inflation in this country. 

1 his brings us to the official interpretation of the phenomenon 
of rising prices. 

In presenting the budget for 1943-44, Sir Jeremy argued: 
To my mind this notion (of inflation) is the result of con¬ 
fusing cause and effect and misinterpreting the elementary 
fact that all the expansion and intensification of Govern¬ 
ment s war activities involve cash payments to an ever 
widening circle of recipients in return for labour and raw 
material or services'. No doubt military needs involve 
large cash payments by the Government, but the implications 
of this simple statement do not appear to be fully realized 
by the Government spokesman. The crux of the problem 
is how the resources for making these cash payments are 
obtained 


It is true that there has not been 
in India in the sense used by Sir 
expansion of currency has been 
through the agency of our growing 


any pure credit inflation 
Jeremy Raisman. The 
brought about mainly 
sterling balances. The 
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]arge and growing accumulation of our sterling balances is 
due partly to our favourable balance of trade and mainly 
to the payments made by the British Government for 
purchases made in India on their behalf by the Government 
of India. Between September, 1939, and December, 1942, 
the excess of exports over imports of goods and treasure 
was over Rs 330 crores, while we received over Rs 550 
crores during the same period on account of purchases made 
on account of the British Government. The sterling received 
in lieu thereof has been utilized mainly in reducing our 
sterling debt and adding to the sterling resources of the 
Reserve Bank of India to be used as cover for issuing notes. 
Technically, the increase in the note circulation is backed by 
sufficient securities and the provisions of the Act are satisfied. 
But in actual fact, and for the moment, the effect is similar 
to what would have happened if notes had been issued 
against ad hoc securities. The increased purchasing power 
in the' hands of the public cannot be spent in purchasing 
either foreign goods or any enlarged supply of internal 
consumption goods. Even within the country equipment 
and labour cannot be obtained for producing new consump¬ 
tion goods or expanding the supply of existing ones, for, 
quite rightly, as much equipment and labour as is possible 
should be and has been diverted to supply the ever-grow¬ 
ing military needs. In addition, the Government has com¬ 
mandeered in part or whole certain commodities which 
cannot be purchased in sufficient quantity or at all at any 
price. The cumulative effect of all this is that an evergrow¬ 
ing purchasing power in the hands of the public is 
competing for the command over a much smaller, if not at 
times, shrinking, supply of commodities. Prices have 
therefore to soar higher and higher. To suggest that 
the rise in prices is due only to scarcity is therefore 
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to ignore the realities of the situation,. It is riot denied. 

that there is scarcity today or that this could be avoided/ 

m view of the growing military needs. But what should 

be emphasized is that this need not necessarily or inevitably 

have led to inflation, as it has not in Britain, the U. S. A., 
or in Canada. 

There can be no question that judged by the usual 
criterion of the relative supply of goods and services, on the 
one hand, and the quantity of money, on the other, this 
country is suffering from a fairly strong dose of inflation. 
The promulgation of an Ordinance in respect of payment of 
excess profits and the issue of a D. I. Rule in connexion 
with the raising of new capital, in May, 1943, appear to be 
an acknowledgement by the Government of the existence of 
inflation and also an attempt on its part to curb it. Under 
the E. P. T. Ordinance, all but 6-2/3 P er cent of excess 
profits will for the moment be drawn into the coffers of the 
Government. The Ordinance also places restrictions on 
payment of bonuses and commissions and on stocks that may 
be held. The D. I. Rule prohibits any issue of fresh capital 
in India or public offer of securities for sale, or for renewal or 
for repayment of any security maturing for payment in 
British India without the prior consent of the Government of 
India. 

The Inflationary Gap 

Messrs Gadgil and Sovani have made an assessment of 
the ' inflationary gap ' in this country as at the end of 
January 1943. By ‘ inflationary gap ’ is meant the gap 
between the total Government outlay and \the total Govern¬ 
ment income from taxation and loans, both internal and 
external, which has to be financed by inflation. The ‘ infla¬ 
tionary gap ' for the period September, 1939, to January, 
1943 is shown in the following table. 
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The net gap for the period September, 1939, to January, 
1943 is equivalent to the total liabilities minus the total 
assets over the same period, that is, Rs 5,45,390 lakhs. It 
may be added that the figure of currency expansion during 
September, 1939 to January, 1943 is Rs 5.39.18 lakhs. 

Exchange Control 

On the declaration of War in September, 1939, the Govern¬ 
ment issued rules under the Defence of India Act for the 
control of dealings in foreign exchange. The purchase or 
sale of foreign exchange is prohibited under these rules ex¬ 
cept with the permission of the Central Government. Persons 
holding any foreign exchange as may be specified are direct¬ 
ed to offer the same for sale to the Reserve Bank of India 
on behalf of the Central Government and at such a price 
as the Central Government may from time to time fix. The 
Central Government or the Reserve Bank under certain 
conditions may exempt any person from the operation of 
this rule. Restrictions are also imposed on the purchase of 
securities from a person not resident in India or Burma 
or on the export of securities to any place outside. India or 
Burma except with the permission of the Central Govern¬ 
ment. Further, the Central Government is given authority 
to transfer to Itself, if it considers it necessary to do so for 
the purpose of strengthening its financial position, securities 
as specified at a price to be fixed by it, but not lower than 
the market value of the securities on the date of the order. 
By another notification, banks are directed, before making 
any payment or transfer of funds at the request of any 
person, to ask for any declarations and information that 
may be reasonably necessary to satisfy it that the payment 
or transfer will not involve and is not with a view to the 



270 


BANKING PRINCIPLES, PRACTICE AND LAW 


contravention of any of the provisions of the rules by that 
or any other person. 

One effect of these exchange restrictions is that the usual 
significance of the rupee-sterling exchange rate has been lost. 
India is linked to sterling at a fixed rate. But the effect of 
the variations in the balance of payments as between 
India and Great Britain is no longer felt on this rate. India 
has a huge credit balance, but it is not cleared either in 
terms of goods or in any other way. The result is that the 
price levels of India and Great Britain are entirely divorced 
from each other and are without any effect upon the exchange 
rate between the two countries. 

# 

Banking Development 

Floatation of New Banks .—Since the outbreak of the War, 
a large number of new companies have been started, of 
which banking companies constitute a fair proportion. The 
floatation of many new banks has given rise to considerable 
public apprehension lest the prosperity created by the War 
should lead to the formation of weak institutions unable to 
withstand post-war difficulties and thus undermine the credit 
structure. The problem has also attracted the attention of 
the Reserve Bank. The Bank addressed a communication 
to the Finance Department of the Government of India in 
March 1943 in which it suggested certain amendments to 
Sec. 177-I of the Indian Companies Act, with a view to 
ensure an adequate capitalization and a sound management 

in respect of new banks to be formed. 

The following excerpt from the letter of the Reserve Bank 
will be found instructive : ‘Since the submission of our 
proposals for banking legislation in September, i 939 » 3 ^ new 
banking companies including two in Indian^ States have come 
into existence. Out of the 36 banks which have been regis- 
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tered in India, 16 have an authorized capital of Rs 5 lakhs 

or over, and in 6 cases the paid-up capital is also known to 

be over this limit. The authorized capital ranges from 

Re i lakh to Rs 20 crores. The majority of the new 

institutions seem to have commenced business with paid-up 

capital which would be generally regarded as inadequate. 

Ot the 13 banks, the subscribed and paid-up capital of which 

are known, only four banks satisfy the proportion suggested 

.by us namely, that the subscribed capital should be half the 
authorized capital.’ 

Referring to another undesirable feature, the Reserve 
Bank observes, ‘Particulars regarding the division of capital 
into preference, ordinary and deferred shares are available 
in respect of 23 banks or over. Of these latter, four have pre¬ 
ference, ordinary and deferred shares, three have preference 
and ordinary shares, while the remainder have only ordinary 

share capital. In several cases the inference is that 

the distribution of shares among the various categories has 
been so arranged as to ensure a controlling voice in the 

management of an individual or a small group. The 

dangers of this practice are not confined to the preference 
and ordinary shareholders, who, it might be argued should 
read the prospectus and judge for themselves. What we 
are concerned‘about is the risk to the public. As, if profits 
in any particular year are* large, a disproportionately large 
share will accrue to deferred shareholders, there will be a 
strong temptation to the management to indulge in unsafe 
or speculative business without proper regard for the interests 
of depositors’. 

In view of these developments, the Board of the Reserve 
Bank felt that ‘more than ordinary caution is called for 
in the organization and management of new banks in view 
°f the difficulties and disturbances which the post-war period 
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is certain to bring. In their view, it is of the utmost im¬ 
portance that the capital structure and the system of manage¬ 
ment of banks should be of such a nature as to minimize 
the temptation towards an over-ambitious and get-rich-quick 
policy, and to encourage in its stead cautious and steady 
banking on well-tried orthodox lines'. 

The positive proposals of the Reserve Bank were to add to 
Sec. 277-I of the Indian Companies Act a further proviso 
that the subscribed 'capital of a bank must not be less than 
half of the authorized capital, and further, that no banking 
company shall have any other than ordinary shares. The 
Government have not as yet taken any action on these pro¬ 
posals. In the meantime, a new situation has been created 
by the promulgation in May, 1943 of a Defence of India Rule 
prohibiting the sale or purchase of new capital issues 
except with the permission of the Central Government. 
Floatation of banking companies will naturally be governed 
by the provisions of this Rule. 

Bank Deposits and Assets 

Bank deposits have been increasing ever since the outbreak 
of the War as the following table will show: 

In lakhs of rupees 


Scheduled Banks [ Non-scheduled Banks 


1 

Demand 

Deposits 

Time 

Deposits 

J Demand 

Deposits 

Time 

Deposits 

1938 ! 

1,30,15 

r ,08,44 

626 

3«3 

1939 

1 > 4 ^’ 57 

1,04,76 1 

669 

, 487 

1940 

1 . 74-94 

1,00,76 

604 

526 

1941 

2.24.73 

1 . 12.79 

601 

706 

1942 1 

2.72.13 

1,00,84 


— ■ — " • 


An interesting feature of these figures is that while the 
demand deposits of scheduled banks have increased from 
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year to year, it is the time, and not the demand, deposits 
of non-scheduled banks which show the same trend. 
Different categories of scheduled banks have fared differently. 
While both the Imperial Bank and the Indian joint-stock 
banks have increased their deposits, those of Exchange 
Banks have fallen, partly owing to the reduction in the 
number of Exchange Banks after the outbreak of the 
War, and partly owing to the fact that some of the Exchange 
Banks, for example, the National City Bank of New York, 
have been gradually winding up their Indian business. 

An analysis of the assets of the scheduled banks shows 
that the percentages of cash and investments to total deposits 
have gradually increased, while the proportion of loans and 
advances to deposits has declined. This phenomenon is 
also a result of conditions created by the War. The pre¬ 
vailing uncertainty may lead the public to make large 
demands for withdrawal whenever the war situation should 
develop, even though temporarily, unfavourably, as 
happened after the fall of France and of Burma. Banks 
have therefore to work with a higher cash basis. The 
difficulties of industrial expansion owing to the extreme 
difficulty, if not impossibility, of importing plant and 
machinery, and the larger needs of the Government for loans 
have, when considered in conjunction with the large increase 
in the resources of banks, naturally resulted in an increase 
in their gilt-edged investments and a decline in the propor¬ 
tion of loans and advances. 

Sterling Balances 

We have already referred to the sterling accumulation on 
India's account in London and the responsibility it bears in 
regard to inflation in this country. 

India's sterling balances began to increase with the outbreak 

18 
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of the War and the Government utilized the opportunity for 
carrying through large schemes of sterling repatriation. The 
following table 1 provides details of sterling debts repatriated 
up to the end of 1942: 


Year 

Manner of repiitria- 
tion 

1 

1 

! Face 
value ^ 
million 

f 

1 Pur¬ 
chase 
r value 

‘ l mi¬ 
llion 

i 

Value 
in Rs 
crores 

I 

.Rupee 
coun- 
• ter- 
; part 
; creat¬ 
ed Rs 
crores 

Total out¬ 
standing 
sterling debts 
Rs crores 

1938-39 


• 

| 

| 


! 469.19 

1939-40 

Open Market 






t 

Purchases 

17.09 

, 16.54 

: 22.05 

j 

22,79 

442.49 

1940-41 

Open Market 





1 


Purchases 

9,22 

8,52 

11-36 

12,10 



(2) Licence Scheme 



1 




of 22-2-40 

2,02 

: 2,02 

1 2,69 

2,69 


1 

(3) First Compulsory 


1 

\ 

l 




Scheme of 8-2-41 

60,05 

1 64,70 

1 86,27 

80,07 

• 



Total 

71.29 

1 75.24 , 

100,32 

94,86 

344-93 

1941-42 

(1 ) Open Market 







Purchases 

72.11 

12,36 

16,48 

16,14 



(2) First Compulsory 







Scheme of 8-2-41 

13.08 j 

14.14 

18,85 

17.44 


• • 

(3)Second Compulsory 


j 





Scheme of 24-12-41 

73' 8 5 

65,78 

87.71 


% 


Total 

99.04 

92,04 

123,04 

23 ' 5 8 

180.00 


India's sterling debts which stood at about Rs 469 crores 
at the outbreak of the War were reduced to Rs 180 crores 


* See Gadgil & Sovani: War and. Indian Economic Policy, p. 49. 
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by the end of 1942. It may also be mentioned that in 
October, 1942, the Indian Government took steps to liqui¬ 
date its liabilities in regard to payment of railway annuities. 
A capital payment of £30 millions was made to the British 
Government on condition that they would make available to 
the Indian Government sums equal to the instalments of 
several annuities as and when they fell due. It is understood 
that the Indian Government are considering the adoption of 
a similar scheme in connexion with payments for sterling 
pensions, family pensions and provident funds. 

The repatriation of sterling debts has undoubtedly been a 
measure of great benefit to India. After the War, she will 
emerge as a creditor country. To the extent that the liqui¬ 
dation of the sterling debt has not been effected by the 
creation of rupee counterparts, there will be a reduced 
national debt and a saving in interest. Even to the extent 
that the debt has been transferred from without to within 
India by creating rupee counterparts, it will mean that the 
amount paid in interest will remain within the country and 
augment the national wealth. Finally, the pressure which 
has so long been exercised on our exports to meet the 
service of the Home Charges will be relieved, and we shall 
be placed in a more favourable position in the foreign 
exchange market and in regard to our foreign trade. 

It is now evident that even after the repatriation of our 
sterling debts, we shall be piling up growing sterling balances 
in London. What shall be done with these increasing balances 
is a problem which has been engaging the serious attention 
of the Indian public. Various suggestions have been offered, 
such as that British investments in India should be purchased 
or that these balances should be exchanged for gold or 
dollar. The purchase of British investment in India will 
need but a small portion of our sterling accumulation, 
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namely, between £200 to £300 millions, and it .is doubtful if 
the Indian and the British Governments would agree to give 
effect to this proposal. Further, it is improbable that we 
shall under present conditions obtain either gold or dollar 
against our sterling balances. It would appear that there 
is no other practical alternative left to us but to wait till 
after the War for the realization of our growing sterling 
assets in London with all such consequences as may then 
ensue. 

The Money Market 


The Short-term Money Market .—The conditions in the 
money market have been easy ever since the outbreak of 
the War, except for short interludes following serious crises, 
such as the debacle of France and the loss of Malaya and 
Burma. During such severe crises, banks have been 
subjected to heavy withdrawal of deposits, which again have 
returned to them on the revival of confidence. The banking 


system as a whole has been able to meet such withdrawals 
without any appreciable strain. As already stated, there 
has also been a heavy withdrawal of rupee and small coins 
from circulation, and a very large portion of these coins 
is believed to have found its way into private hoards. The 
Government have not yet been able to remedy the situation, 


which is causing very 


great inconvenience to the general 


public. 

The Reserve Bank rate has remained constant at 3 per 


cent, and even this rate may appear to be out of line with 
the actual structure of money market rates, which have 
generally ruled very low. Thus, inter-bank call money has 
oscillated between \ and J per cent, three months’ deposit 
rate, between J and | per cent, and the Treasury Bill rate 
has rarely exceeded 1 per cent. This easy condition in the 
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market is mainly due to the enormous currency expansion 
effected against accumulating sterling balances in London. 

Long-term Money Market.—Conditions in the stock market 
have been subject to more serious fluctuations than in the 
money market proper. The slump in the stock market in 
the early months of 1942 following Japanese successes in 
Last Asia was particularly severe. It was also responsible 
for Government intervention in stock market activities. As 
prices of securities began to fall steeply and there was con¬ 
siderable confusion in the market, provincial Governments 
empowered the Stock Exchanges to fix minimum prices. 
Early in March, 1942, the Government of India itself pres¬ 
cribed minimum prices of thirteen classes of Government 
of India stock as also minimum rates for all provincial 
loans. Immediately after this, the Committee of the Calcutta 
Stock Exchange Association announced that the prices of 
all Bank, Railway and Preference shares would be subject 
to control, and a set of minimum rates was fixed. Con¬ 
fidence, however, gradually revived, and in September, 
3:942, the Government of India announced higher prices as 
minima for dealings in securities. A notable development on 
the Bombay Stock Exchange has been the elimination of 
forward trading for the first time in its history as from 
October 15, 1942. Thus the only forward market for shares 
in India has become a casualty to the Japanese War. 

In May, 1943 a new Defence of India Rule was issued by 
the Government of India prohibiting the issue of a subscrip¬ 
tion for new capital except with the permission of the 
Central Government. The object of the Order was stated 
to be the prevention of the growth of mushroom companies 
which stood little chance of survival in the post-war period 
and of other undesirable practices, such as the reconstitution 
or recapitalization of concerns on the basis of their present 
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abnormal profits to the detriment of an undiscriminating 
investing public. It was added that there was no intention 
of handicapping or retarding sound and legitimate industrial 
or commercial development, and that sanction in respect 
of legitimate business ventures would be freely given. The 
Reserve Bank of India would be consulted in regard to 
applications involving the issue of capital for financial enter¬ 
prises, including banks, investment, finance and insurance 
companies. 



PART IV 


BANKING PRACTICE AND LAW 



CHAPTER XXIII 
BANKER AND CUSTOMER 
Definition of a Banker 

The term bank or ‘ banker ' has not been clearly defined 
in either any Indian or English statute. Section 3 of the 
Negotiable Instruments Act says that 'banker' includes 
also persons or a corporation or company acting as bankers. 
Section 2 of the Bills of Exchange Act says that 'banker' 
includes a body of persons whether incorporated or not who 
carry on the business of banking. Neither of these definitions 
is, however, helpful. The most accepted definition of a 
banker is that given by Dr H. L. Hart in his book. Law 
of Banking : ‘A banker is one who in the ordinary course 
of his business honours cheques drawn upon him by persons 
from and for whom he receives money on current accounts'. 
The opening of current accounts to be drawn upon by 
cheques is thus an essential condition of a bank or banker. 
The definition of a banking company as provided in the 
Indian Companies Act is, however, not very satisfactory. 
Section zjj-Y defines a ‘ banking company ' as a company 
which carries on as its principal business the accepting of 
deposits of money on current account or otherwise, sub¬ 
ject to withdrawal by cheque, draft or order, notwithstanding 
that it engages in addition in any one or more of the 
seventeen forms of business enumerated in that section. 

Definition of Customer 

There exists as yet no legal definition of a customer. 
According to a view expressed by Sir John Paget, in order 
to constitute a customer of a bank, a person has to satisfy 
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two conditions: (a) that there is to be some recognizable 
course of habit of dealing between him and the bank, and 
( b) that transactions are to be in the nature of regular banking 
business. The first attribute, commonly referred to as the 
‘ duration theory \ is no longer considered to be an essential 
pre-requisite of a customer. In Commissioners of Taxation 
vs. English Scottish and Australian Bank, it was held that, 
‘ the word “ customer ” signifies a relationship in which 
duration is not of the essence. A person whose money has 
been accepted by the bank on the footing that the bank 
undertakes to honour cheques up to the amount standing to 
his credit is a customer of the bank in the sense of the 
statute (Bills of Exchange Act) irrespective of whether his 
connexion is of short or long standing’. This is a decision 
of the Privy Council and therefore binding upon courts in 
India. It is, however, necessary that a customer should 
fulfil the second requirement mentioned by Sir John Paget. 
In contradistinction to casual services rendered by a banker 
to persons who have opened no account with him, a 
customer’s dealings with him must be of a banking nature. 
Thus, if a person occasionally goes to a bank, and buys 
stamps, gets cheques cashed, or deposits valuables for safe 
custody, he does not thereby become a customer, as these 
services are not in the nature of regular banking business. 
In the case just mentioned, it was also stated, in reference 
to the definition of a customer, that ‘the contrast is not 
between an habitue and a new- comer, but between a person 
for whom the bank performs a casual service, for example, 
cashing a cheque for a person introduced by one of their 
customers, and a person who has an account of his own 
at the bank ’. The consensus of opinion appears to be that 
the opening of a deposit or current account is a necessary 
condition for a person to become a customer. • 
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The Relation Between a Banker and his Customer 

A banker is tiot a mere trustee. —The relation between a 
banker and his customer is primarily that of a debtor 
and a creditor, with the added obligation on the part 
of the banker to honour the customer’s cheques 
up to the amount of his credit balance on current 
account, or up to the limit of any overdraft which 
the banker may have agreed to allow. The banker 

0 

is neither a trustee of the money left with him, nor 
an agent responsible for its disposal, unless, of 
course, he specially undertakes duties which make 
him both an agent and a trustee for his customer. 
As stated in Foley vs. Hill, money, when paid into a 
bank, ceases altogether to be the money of the 
principal. It is at the absolute disposal of the 
banker to do with as he pleases, subject to his 
undertaking to repay the amotint on demand, or in 
the case of a deposit account, after stipulated notice 
has been given. The banker, thus, is not an agent, 
but only a debtor, v/ 

Demand for repayment necessary. —In Joachimson 
vs. Swiss Banking Corporation, it was decided that 
the debt due by a banker differs from ordinary 
commercial debts in one important respect. Where-' 
as in the case of ordinary debts, a request for 
payment is not necessary before a creditor can take 
steps to enforce payment, a demand on the bank for 
repayment is necessary before the debt owing to a 
customer becomes what is known as ‘ actually and 
accruing due *, and so recoverable in law. This 
distinction was probably intended to afford some 
protection to the customer for, in the absence of 
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such a condition, a banker could repay the full 
* amount of the customer’s credit balance at any time 
or at any place, and thus summarily close the 
account without reasonable notice and thereby 
possibly injure the customer’s credit through sub¬ 
sequent dishonouring of his cheques. 

The Current Account and the Limitation —The 

decision in the case of Joachimson vs. Swiss Banking 
Corporation has an important bearing on the effect 
of the Limitation Act on the debt owed by a banker 
to his customer. The Act provides that an action 
to enforce a simple contract debt must be com¬ 
menced before the expiration of three years from 
the time when .the right of action first arose. The 
right of action arises on an ordinary debt from the 
date when the debt is payable, or from the date of 
the last written acknowledgement of the debt, or 
of the last payment on account of the principal or 
interest thereon. In the case of a debt due by a 
banker, therefore, the Limitation Act will not begin 
to run until the customer has made a specific 
demand for repayment. 

This principle, however, does not apply in the 
reverse case where the customer is indebted to the 
bank. Such a debt is recognized as an ordinary 
debt. And the customer cannot be sued for repay¬ 
ment of a debt if, for three years after the date of 
any advance, he has not made any acknowledge¬ 
ment of the obligation or repaid any part of what 
is due, or paid any interest thereon, and the bank 
has failed to commence proceedings for recovery. 
But the Act does not prevent a banker from obtain¬ 
ing payment by retaining and realizing any 
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securities of the debtor which have come into his 

hands in the ordinary course of business. ‘ 

Appropriation of payments -If a customer has several 

accounts with a bank, he may stipulate that the 

funds paid in by him are to be placed to the credit 

of any particular account or accounts, or he may 

insist that they are to be applied for meeting a 

particular bill or cheque. If he does this, the 

banker must appropriate payment as directed by 

the customer. If no such appropriation is made 

by the customer, the banker has the right to apply 

funds paid in to lessen or wipe off any debt owed 

by his customer including even a statute-barred 
debt. 

In the case of a single current or running account, 
in the absence of any specific appropriation by the' 
debtor or the creditor, the law appropriates the 
payment. And according to law, it is the first item 
on the debit side that is discharged or reduced by 
the first item on the credit side. This is known as 
the Rule in Clayton s case, which applies only in 
the case of a current or running account. 

This rule is of great importance in its bearing 
upon the rights of a banker, say, under a guarantee, 
or against a deceased's estate, or against a partner¬ 
ship whose constitution has changed. 'For example, 
if an account is allowed to be operated even after 
a guarantee securing that account has been deter- 
, mined, any payments into the account subsequent 
to the determination of the guarantee, will reduce 
the liability of the guarantor, and to that extent 
the banker's right, against the guarantor will be lost. 

To safeguard himself against the operation of the 
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Rule in Clayton s case, a banker usually breaks the 
account, that is, discontinues the old account and 
opens a new one and informs the customer of the 
new arrangement. 

5. Banker’s obligation to pay Customer’s cheques .—It is 

one of the primary obligations of a banker to 
honour his customer’s cheques to the extent of the 
customer’s balance on current account or up to the 
amount of an agreed limit if an overdraft has been 
granted, provided that the cheques are presented 
within a reasonable time after their dates of issue. 
There is no legal definition of what constitutes 
reasonable time within which cheques should be 
presented for payment. In India, by custom, a 
cheque presented six months after its date of issue 
is considered a stale one. The banker should have 
reasonable time for crediting amounts before they 
can be drawn against. Thus, he is not bound to 
credit to a customer's account cheques and drafts 
before they are realized, or at least honour his 
customer's cheques drawn against cheques and 
drafts deposited by the customer into his account, 
before the latter are realized. If a banker should 
without cause or justification dishonour a customer's 
cheques he would be liable to compensate the cus¬ 
tomer for injury to his credit (Marzetti vs. 

Williams). 

6 . The Banker’s Right of Set-Off .—As a general rule, a 

debtor is entitled at law to ‘ set-off ' against the 
debt which he owes any amount which is due to 
him by the creditor, that is, he may combine the 
credit and the debit in order to determine his net 
liability, provided that the debts are both sums ? 
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certain, due as between the same parties in the 

same right, and provided also that there is no 

express or implied agreement or understanding to 
the contrary. 

If, therefore, a customer has two accounts in the 
same right, one in credit and the other in debit, 
then unless there is an agreement, earmarking, or a 
course of business indicating an obligation to keep 
the accounts separate, a banker is entitled, on giv¬ 
ing reasonable notice to the customer, to set-off 
any credit balance against any debit balance and to 
combine the accounts in order to determine the net 
liability of the customer to the bank. 

At one time it was thought that two such accounts 
could be combined at any time, without giving 
notice to the customer_a principle which was up¬ 
held in the case of Garnett vs. McKewan. Now, 
however, a banker who, in consequence of having 
combined a credit .balance with an overdraft, dis¬ 
honours his customer's cheques without reasonable 
notice, will probably render himself liable to an 
action for damaging the customer's credit, and 
one judge has gone so far as to suggest that the 
customer’s consent must be obtained before two 
separate accounts can be combined. The giving of 
notice does not, of course, necessarily mean that 
the customer's consent is obtained. 

The necessity for giving notice does not arise if 
the customer's account is stopped by his death, 
bankruptcy, or insanity, or by the service of a 
garnishee order, for then the banker may at once 
combine the accounts in order to determine the net 
liability of the customer's estate to the bank. 
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It is extremely important to observe that only- 
accounts in the same right can be combined. But 
an account, the heading of which indicates that it is 
a trust or agency account, for example, a Football 
Club account cannot in any circumstances be the 
subject or be set off against any other account of 
the, same customer (unless there should be two of 
such accounts in the same right). 

For similar reasons, a banker cannot claim to 
set off a partner’s credit balance against a debt due 
by his firm, or vice versa. Nor can he combine the 
private account of a customer with an account upon 
which the customer appears as one of the parties, 
nor a debit or credit balance on the account of a 
deceased customer against a credit or debit balance 
standing in the names of his executors or adminis¬ 
trators. 

7. Banker’s lien.— In BrandOo vs. Barnett, it was stated 
that ‘ bankers most undoubtedly have a general 
lien on all securities deposited with them as bankers 
by a customer, unless there be an express contract 
or circumstance that shows an implied contract 
inconsistent with a lien’. A banker's lien is also 
an implied pledge, which not only entitles ' him 
to retain, but also to realize securities of his cus¬ 
tomer in case of default after due notice has been 
given. The right of lien will be excluded if the 
securities come into the banker s hands in any 
capacity other than that of a banker, and also if 
there is an express or implied contract negativing 
the lien. Thus, no lien arises in respect of docu¬ 
ments or valuables left inadvertently with the 

banker, or of securities’placed in his hands with. 

% 
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the object of covering an advance which is not 
granted, or deposited with him for a special pur¬ 
pose only. 

A banker’s lien is mainly important in connexion 
with negotiable securities which come into his 
hands, usually for collection, in the ordinary course 
of business, such as cheques, bills, notes, bearer 
bonds and share warrants to bearer. 

A Banker's duty of secrecy. —A banker is bound not 
to disclose the state of his customer’s account 
except upon reasonable and proper occasion ’ 
(Hardy vs. Veasy), or by an order of the Court. 

In Tournier vs. National Provincial Bank, four 
reasonable and proper occasions were mentioned, 
when disclosure by a banker was considered 
permissible: 


(a) where there is compulsion of the law ; 

(b) where there is a duty to the public to disclose, 

for example, if a banker should know that 
his customer is guilty of an offence such 
as trading with the enemy during war ; 

(c) where interests of the bank require disclosure, 

as in an action against a customer for 
an amount due ; 

(d) where disclosure is made with the express or 

implied consent of his customer. 


The practice among banks of giving each other 
confidential opinion ’ concerning the credit and 
standing of customers is so prevalent that a banker 
would probably be enabled to claim that, when 
a customer opens his account, he gives his implied 
consent to this practice. If such opinion is given 
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honestly and without malice, a banker- will have an 
absolute defence on the ground of privilege. 
Garnishee order .—A garnishee order is an order of the 
Court, obtained by a judgement creditor, attaching 
funds in the hands of a third party who owes judge¬ 
ment debtor money, and warning the third party 
(the garnishee) not to release the money attached 
until directed by the Court to do so. The garnishee 
should not pay over any funds until an order nisi 
(which means unless) is made absolute, as it is only 
payment under the latter which gives the garnishee 
an effective discharge against the judgement debtor. 

A garnishee order attaches debts due or accruing 
due. The following debts are attachable, namely: 

(а) deposit account repayable on demand ; 

(б) deposit account repayable on fixed notice 

which has been given ; 

(c) deposit account repayable at a fixed future 
date or after the lapse of a specified time. 

A garnishee order nisi gives the judgement- 
creditor an equitable charge upon debt ; when the 
• ' order is made absolute, he can realize the charge. 

A garnishee order binds the whole of the balance 
standing to the credit . of the customer’s account 
(including uncleared cheques paid to credit as 
cash) at the time the order is served, even though 
the balance is more than sufficient to satisfy the 
garnishee order ; and until the order is withdrawn, 
no further cheques can be paid out of the account— 
not even cheques issued prior to the service of the 
order on the bank. The banker should inform the 
customer after receipt of the garnishee order and 
return cheques as ‘ account attached '. 
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TO. 


• service of the 

garnishee order is not attached. Therefore the 

order has no effect on an overdrawn account. But 
it is better for a banker to open a fresh account 
after receipt of the garnishee order. 

In respect of a joint account, a garnishee order 

against one of the parties does not attach the balance 
on such a joint account. 

Closing an account .^—This phrase is used to denote 

the final severance of relation between the banker 

and his ^ customer by the withdrawal of the 

customer s balance in the banker’s hands, either on 

the initiative of the customer or at the request of 
the banker. 

A customer may at any time close his current 
account with a bank by withdrawing the balance 
if the account is in credit, or by paying the banker 
his dues, if the account is overdrawn. 

A banker is not entitled to close an account 
summarily without giving such reasonable notice as 
will obviate any damage to his customer's credit. 
The correct procedure is to advise the customer in 
writing that no further credits to his account will 
be accepted and that he should withdraw any 
balance standing to his credit, subject to his leaving 
with the banker sufficient money to pay outstand¬ 
ing cheques. 

A banker is bound to stop an account in the 
event of (a) the death, insanity or bankruptcy 
of a customer, or, in the case of a limited 

company, the notice of voluntary liquidation 
or of the making of a winding-up order ; 

(b) the service of a garnishee or other order 
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of the Court ; and (c) notice of an assignment 
to a third party of the balance standing in the 
customer’s favour. 

11. Charges .—A banker is entitled to charge interest on 

loans, either by express agreement or by right of 
custom. Further, owing to the practice of bankers 
of adding the interest to the principal debt every 
half year, the banker is enabled to charge com¬ 
pound interest. The banker also usually charges 
by custom an incidental charge on unremunerative 
accounts. The charge is small and varies from one 
bank to another. 

12. The Pass Book .—The pass book, or passage book as 

it was formerly called, is given by a banker to his 
customer, and is for the purpose of showing the 
exact state of the customer's account with the 
banker. The real effect of entries in the pass book 
has not yet been satisfactorily determined. Sir 
John Paget contended that the proper function of 
a pass book ‘ is to constitute a conclusive, unques¬ 
tionable, record of the transactions between banker 
and customer, and it should be recognized as such 
In actual fact, the position is very far removed from 
this. In the U. S. A., the position from the 
banker's standpoint is more satisfactory as a duty 
has been imposed upon the customer to examine 
his pass book. In Morgan vs. United States 
Mortgage and Trust Co., it was decided that ‘ the 
depositor who sends his pass book to be written up 
and receives it back with his paid cheques as 
vouchers is bound to examine the pass book and 
vouchers and to report to the bank without un- 
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may be 


reasonable delay any errors which 
discovered '. 

Entries from the Customers Standpoint _An entry in a 

pass book in favour of a customer is prim a facie 

evidence against the banker, but is not conclusive 

evidence, and the banker is not therefore debarred from 

endeavouring to prove that any entry is an erroneous one. 

Where an entry showing a payment to a customer’s credit 

has been made in a pass book in error, and the customer, 

relying upon that credit, has drawn cheques against it or in 

some other way altered his position, the banker will be bound 

by that entry. But if the customer’s position has not been 

altered by the entry, the banker is at liberty to show that 

the entry was made by mistake. In Akrokeri Mines Ltd. 

vs. Economic Bank, it was held that ’ the pass book 

belongs to the customer and the entries made in it by the 

bank are statements on which the customer is entitled to 
act 

Since it is essential that the customer should establish his 
bona fides in taking advantage of a wrong entry, it would not 
be easy, as a general rule, for an ordinary business man to 
establish his case. But the position may be different in the 
case of a private individual, who may be honestly misled 
by wrong entries in the pass book. 

Entries from the Bankers Standpoint .—The conflict 
in legal opinion is so marked that it is impossible to 
give any clear exposition of the effect of pass book 
entries in the banker's favour. All that can be said from 
cases decided in English courts is that before a customer 
can be estopped from denying the accuracy of his pass book 
entries, he must have been guilty of such negligence as to 
cause the banker's position to be detrimentally affected, or 
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the customer must have acted in such a manner as to indi¬ 
cate that he had treated the account as a definitely settled 
account. It remains to consider what constitutes a suffi- 
cient degree of negligence, and what amounts to a settled 
account. In Chatterton vs. London & County Bank, it was 
held that a banker had no right to infer that a customer had 
even looked at his pass book, though the pass book had 
been received by him, items ticked off, and the pass book 
returned without comment to the banker. If this view is 
correct, the question of contributory negligence on the 

customer's part can hardly arise. 

The point as to what can be considered a settled account 
was raised in Vagliano Bros. vs. Bank of England , but no 
satisfactory conclusion was reached, though the trend of the 
judgement seemed to indicate that the passing to and fro of 
a pass book did imply some sort of a duty on the part of the 
customer to examine it ; but it was not considered that the 
examination of an account by the customer and the return 
of the pass book was conclusive evidence of a settled account 
and that thereby the customer would be estopped from dis¬ 
puting the accuracy of the entries. 

In no case is the banker justified in withholding from his 
customer any amount received for his credit, but omitted to 
be shown in the pass book, on the plea of acquiescence on 
the part of the customer. 


CHAPTER XXIV 
ACCOUNTS OF CUSTOMERS 

A banker should not open a new account without obtaining 
satisfactory references of a prospective customer. If this is 
not done, he may be held guilty of negligence and may have 
to bear unpleasant consequences. Provided, however, that a 
satisfactory reference has been obtained and the account is 
conducted in accordance with arrangements made while 
opening it, a banker is not concerned with the origin of 
credits paid in or the destination of any money paid, unless 
attendant circumstances are such as to rouse reasonable 
suspicion. 

Customers may be divided into two groups: personal and 
impersonal. Impersonal customers comprise corporate bodies 
of all kinds and local authorities. We shall deal with only 
a few important types of customers, both personal and im¬ 
personal. 

Accounts of individuals generally .—A specimen signature 
is taken of the customer’s usual signature whenever a new 
account is opened. If the customer should desire to give 
authority to a third party to draw cheques on his account 
and/or to indorse cheques or bills in his name, necessary 
mandate is taken from the customer on the bank's prescribed 
form. 

If an agent is appointed, his powers, generally speaking, 
should be expressed in writing. Where there is no written 
authority, the powers of an agent are conjectural, and are 
determined by the usage of the particular trade, the course 
of dealing between the parties, and the conduct of the prin- 
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cipal and agent. Any person of sound mind may act as an 
agent, including an infant and an undischarged bankrupt. 

Minors or infants .—Under the Indian law, a person is a 
minor until he completes his eighteenth year, unless, before 
he is eighteen, a guardian of his person or property is 
appointed by court, in which case minority extends up to the 
age of twenty-one. Under the English law, all persons 

below the age of twenty-one are minors or infants. 

A banker may, without risk, allow an infant to open an 
account and draw cheques upon it so long as it is in credit. 
The account, however, should not be allowed to be over¬ 
drawn ; for money lent to an infant cannot be recovered, 
even if he has given a security. 

As a general rule, a minor can repudiate all his contracts 
at his option. Thus, if an advance is given to an infant, the 
transaction is void and the banker will be unable to succeed 
in an action for repayment of the money, or to retain or 
realize any securities deposited by a minor in respect of the 
advance. If a third party should have given a guarantee 
or deposited a security for an advance given to a minor, 
the banker will be able to enforce his rights against the 
third party. 

Sometimes bankers, instead of opening accounts in the 
names of minors, do so in the names of parents and 
guardians, marking the accounts so clearly as to indicate 
that they concern minors. 

An infant can act as an agent and bind a principal, so 
that a banker is safe in accepting a written authority em¬ 
powering an infant to draw or indorse cheques and bills or 
to overdraw his principal's account. An infant may also 
act as a partner in a firm with power to bind his co-partners, 
but it is not desirable to allow an infant to operate a 
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partnership account unless specific authority is obtained from 
the other partners. 

Married women —Current accounts may be opened in the 
name of a married woman, for she has power to draw 
cheques and give sufficient discharge. She can make con¬ 
tracts, and sue or be sued upon them, but the person suing 
her, for example, a banker who has given her an advance, 
has no personal remedy against her in respect of the 
advance, but only a remedy against her separate property. 
A banker should, however, be careful in giving her any loan 
or advance, for even if she has separate property—or 
stri-dhan as it is known among Hindus—the property 
can be settled on her in such a way that she may only use 
the income, and not touch the corpus nor anticipate the 
income. 

If a married woman incurs debts, she cannot make her 
husband responsible for them unless she acts as his agent, 
or borrows for her necessaries or the necessaries of the house¬ 
hold. 

Joint Accounts .—Current accounts may be opened in the 
name of two or more persons who are not partners The 
banker should take a mandate signed by the persons open¬ 
ing a joint account embodying instructions how the account 
is to be operated, how cheques and bills are to be endorsed 
and signed, and clearly setting forth how the balance is to 
be disposed of in the event of the death of any of the 
parties. 

Unless the parties specially delegate their authority to 
sign cheques to one or some of them, ail cheques, bills and 
other instructions must be signed by all the parties. On the 
death of any party to a joint account, the balance vests in 
the survivor or survivors, but such survivor or survivors is 
or are in the position of ti*Ustees with regard to any portion 
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of the funds which properly belong to the deceased’s estate ; 
and it will therefore save trouble to the banker to have the 
matter clearly stated in the mandate. 

The banker should also obtain an undertaking from all the 
parties to be jointly and severally responsible for any over¬ 
draft. This is essential, for in the absence of such an under¬ 
taking, the parties will only be liable jointly, that is, on the 
death of one of the parties, his estate will be freed from 
liability, and only the survivor or survivors will be respon¬ 
sible for the repayment of the advance. 

Bankrupts .—As soon as a banker gets an intimation that 
his customer has suspended or intends to suspend payment 
to his creditors, or has filed in court a declaration to the 
effect that he is unable to pay his debts, he should stop all 
business transactions with such a customer. The whole of a 
bankrupt’s property vests in the Official Receiver, or the 
Official Assignee in Presidency towns, who administers it for 
the benefit of the general body of creditors. - 

Special care should be taken in the case of undischarged 
bankrupts who are subject to a number of disabilities. The 
important among these are (<i) that the property of a 
bankrupt is print a facie vested in his trustee ; ( b ) that he 
cannot obtain credit for more than fifty rupees ; and 
( c ) that a banker must not conduct an account for a person 
whom he knows to be an undischarged bankrupt without 
due intimation to the Official Receiver or the Official. 
Assignee. 

All transaction with an undischarged bankrupt in respect 
of property, real or personal, acquired after adjudication, if 
completed before any intervention by the trustee, shall be 
valid against the trustee. The risk of opening an account 
with an undischarged bankrupt is, however, great inasmuch 
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as it may not be easy to find out what is and what is not 
after-acquired property. 

Partnerships .—‘ A partnership,’ according to Section 4 
of the Indian Partnership Act, ‘ is the relation between 
persons who have agreed to share the profits of the business, 
carried on by all or any of them acting for all'. In the 
past, a partnership had to observe no formalities, such as 
registration. Since the putting into effect of Sec. 58 of the 
Indian Partnership Act, 1932, partnerships can now be 
registered so that persons dealing with them may now 

secure information about the composition of such partner¬ 
ships. 

Every partner has implied power to bind the firm by 
opening an account in its name and by drawing, indorsing 
or accepting bills of exchange, except as to any person who 
has notice that a partner is restricted from so acting. 
A banker may, therefore, open an account in the name of 
a partnership firm on receiving an application from any one 
partner. Yet no banker should open an account in the 
name of a firm consisting of several persons, or pay cheques 
or honour other instruments bearing the signature of one 
partner, without taking a mandate, signed by all the partners 
authorizing the opening of the account and specifying the 
manner of operating thereon. As a rule, the mandate will 
also contain an undertaking by all the partners to hold them¬ 
selves jointly and severally liable for any overdraft or loan 
granted to the firm. All partners must also sign any 
document charging the property of the partnership as security 
for any loan or overdraft granted to the firm. 

A banker should not open an account on behalf of a firm 
in the name of a partner without proper enquiry. 
Sec. 19(2)(b) of the Partnership Act says that, in the 
absence of any usage or custom to the contrary, the implied 


300 BANKING PRINCIPLES, PRACTICE AND LAW 

authority of a partner does not empower him to open a bank¬ 
ing account on behalf of the firm in his own name. It 
is expedient, therefore, that a banker should always open 
a firm's account in the firm's name. 

A banker should not accept any cheque payable to the 
firm for credit to the private account of a partner without 
the permission of the other partners. He is not, however, 
necessarily put on inquiry if a partner draws a cheque in his 
favour on his firm’s account and sends it for the credit of his 
personal account. 

In the event of the retirement of one or more partners, 
the liability of such persons ceases in so far as future tran¬ 
sactions are concerned. If, however, no notice of such 
retirement is given, the retiring partner or partners will 
continue to be liable for advances made even after retire¬ 
ment. Sec. 32(3) of the Partnership Act says that ‘ not¬ 
withstanding the retirement of a partner from a firm, he 
and the partners continue to be liable as partners to third 
parties for any act done by any of them which would have 
. been an act of the firm if done before the retirement, until 
public notice is given of the retirement ; provided that a 
retired partner is not liable to any third party who deals 
with the firm without knowing that he was a partner \ On 
the retirement of a partner, if the banker does not like to 
relinquish his claim against the retiring partner in respect of 
advances made to the firm, he will close the old account 
and open a new one so as to avoid the Rule in Clayton s 
•case. The banker will adopt the same procedure on the 
dissolution, from whatever cause it may be, of a partnership 
firm. 

Trading Companies .—In opening an account in the name 
of a trading company or corporation, a banker should ask 
for a copy of the resolution, passed by the Board of 
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Directors, appointing him as banker to the company and 
naming the person or persons authorized to operate the 
account. Along with the resolution, the banker is supplied 
with the certificate of incorporation and of commencement 
of business for inspection and return, a copy of the Memo¬ 
randum and Articles of Association and a copy of the com¬ 
pany’s last balance-sheet, certified by the auditor. 

The banker should carefully read the copies of the 
Memorandum and Articles of Asstpciation so as to ascertain 
the nature of the business of the company as well as the 
extent of the powers of the company and of its directors. 
The Articles are subsidiary to the Memorandum, but in the 
Articles are detailed the rights vested in the directors to 
exercise the powers of the company as defined in the 
Memorandum. The banker should particularly notice the 
regulations governing the execution and indorsement of 
contracts, deeds, bills of exchange, promissory notes and 
cheques, ascertain how the banking account is to be con¬ 
ducted, whether or not all acts of the directors must be done 
at a Board meeting, and whether directors can delegate 
authority, and if so, to what extent. 

A trading company has implied borrowing powers for the 
carrying out of the legal objects of the company, even if 
these powers are not explicitly mentioned in the Memoran¬ 
dum. Usually, however, borrowing powers, with or with¬ 
out restrictions, are specified in the Memorandum and the 
Articles of Association. A banker should not, however, 
grant a company an advance without first requiring the 
deposit of a certified copy of the resolution of the directors 
authorizing the overdraft and sanctioning the deposit and the 
signing of the proposed security. He should also examine 
whether such a resolution and the terms thereof are per¬ 
missible under the Memorandum and the Articles of Asso- 
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ciation. It is considered advisable that the board of directors 
should pass a resolution on each occasion the company 
wishes to borrow. A banker is not required to make 
enquiries as to the purpose for which funds are being 
borrowed, and the advance made cannot be avoided on the 
ground of the funds being misapplied, as long as the banker 
acts bona fide and without knowledge of the misapplication. 

Non-Trading Companies .—These are institutions or asso¬ 
ciations formed under the Indian Companies Act with a view 
to promote some object such as art, science or religion, 
provided any profits made are not distributed by way of 
dividends to members. In opening accounts of such non¬ 
trading companies, all the formalities as described in 
connexion with trading companies have to be observed, 
except that they are not required to produce a certificate 
of commencement of business. If an advance is wanted by 
a non-trading company, the banker should examine the 
powers of borrowing and any limitation that may have been 
imposed upon their exercise in the Memorandum and 
Articles of Association. 

The Banker and the Customer's Account .—In opening a 
customer’s account and allowing him to operate it, the 
banker should be particularly careful in two matters. 
Firstly, he should not open an account without obtaining 
satisfactory references about the customer. Secondly, he 
should be particularly careful in granting advances. If 
proper references have been taken before the account is 
opened and so long as it remains in credit, the banker runs 
practically no risk. Before, however, an advance is granted, 
the banker must satisfy himself as to the borrowing power 
of his customer, the nature of the securities offered and the 
legal means available to him for realizing the securities, in 
ca6e of default. 



XXV 

BILLS OF EXCHANGE 

The term ‘bill of exchange' also expresses its meaning. It 

as a ‘bill’ which can be ‘exchanged', that is, it is a written 

expression of a debt which can be passed from hand to 

band and carry with it the right to demand payment of 
the debt. 

A bill of exchange is defined in Section 5 of the Nego¬ 
tiable Instruments Act as ‘ an instrument in writing con¬ 
taining an unconditional order, signed by the maker, 
directing a certain person to pay a certain sum of money 

only to, or to the order of, a certain person or to the bearer 
•of the instrument \ 

Bill and Promissory Note 

The definition of a bill of exchange is very similar to 
that of a promissory note, but differs in the following parti¬ 
culars. In the first place, there are in a bill three parties: 
(a) the drawer or maker of the bill, (6) the drawee to whom 
it is addressed and, if he accepts it, the acceptor, and (c) 
the payee, in whose favour it is d^awn. In a promissory 
note, however, there are only two persons, the promisor and 
the payee, but no drawee. In a bill of exchange, it is not 
necessary that the three persons should be three separate 
individuals. One person may become drawer and payee, 
or drawee and payee, or drawer and drawee. Where 
drawer and drawee of a bill are the same persons, the instru¬ 
ment is still a bill of exchange. It is only necessary that 
the three parties must be mentioned in the bill with 
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certainty. Although the promissory note in its original 
shape bears no resemblance to a bill, yet when it is indorsed 
it is similar to a bill, for then it is an order by the indorser 
of the note upon the maker to pay the indorsee. In the 
second place, in a bill there is an unconditional order to 
pay, while in a promissory note, there is an unconditional 

promise. 


Essentials of a Bill 

As its definition implies, a bill must satisfy three important 
conditions. In the first place, the order to pay must be 
unconditional. An order to pay is, however, not 'condi¬ 
tional' by reason of the time for payment of the amount 
or of any instalment thereof being expressed to be on 
the lapse of a certain period after the occurrence of a speci¬ 
fied event which, according to the ordinary expectation of 
mankind, is certain to happen, although the time of its 
happening may be uncertain. A bill payable out of a 
particular fund is not unconditional, and therefore, invalid, 
because it is not certain whether the fund will be in exist¬ 
ence or prove sufficient when the bill becomes payable, but 
an unqualified order to pay coupled with an indication of 
the fund out of which the drawee is to reimburse himself 
or of a particular accqunt to be debited with the amount 
is unconditional. Thus, an order to pay ‘ out of the sale 
proceeds of a piece of land ’ is invalid, but an order ‘ to 
pay Rs 1,000 to C ' out of account No. II is valid. 

In the second place, the sum to be paid must be an 
amount certain. The Negotiable Instruments Act, however, 
says that the sum payable is certain, although it may include 
future interest or be payable at an indicated rate of exchange, 
or be according to the course of exchange, and although the 
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instrument may provide that, on default of payment of an 
instalment, the balance unpaid shall become due. 

In the third place, the individual to whom direction is 
given for payment, or to whom payment is to be made 
must be a person certain. A person will, however, be a 

certain person', even though he may be misnamed or 
designated by description only. 

A bill, it should be noted, is not invalid by reason (a) 

that it is not dated, (6) that it does not specify the value 

given, or that any value has been given for it, or (c) 

that it does not specify the place where it is drawn or the 

place where it is payable. Where a bill expressed to be 

payable at a fixed period after a date is issued undated, 

or where the acceptance of a bill payable at a fixed period 

a ter sight is undated, the holder may insert the true date 

of issue or acceptance, and the bill is payable according to 
the date so inserted. 

# 

Negotiation of a Bill 

Ihc negotiation of a bill commences only on the issue or 

delivery of it to a person other than the drawer or drawee. 

If the bill is payable to the drawee or his order, he must 

indorse it ; but mere indorsement does not legally constitute 

negotiation, which commences only with the transfer and/or 

delivery of. the bill by the third party to another. The 

principle of negotiation is that the property in and rights 

connected with the instrument are passed to another person, 

and delivery of the instrument, either actual or constructive, 
is essential. 

Once any person having a legal right to enter into a 
contract has signed his name on a bill and made delivery 
of it to another person, he becomes liable for the eventual 

full payment of the bill. Persons who indorse the bill 

20 
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become liable in the order in which they have indorsed the 
bill. But each party has a right to proceed against any or all 
prior parties, and is not obliged to ask for payment only 
from the acceptor or the person immediately preceding 
him. If any party pays the bill, it entitles him to have it 
delivered to him, and he then acquires all the rights it 
carries against prior parties. 

Time of Payment 

The order for the payment of a bill must be made out in 
such a way that the date of payment can be definitely 
ascertained. The date must be actually fixed or be capable 
of being computed from the date of an event which is bound 
to happen. Thus, a bill payable at a certain period after 
the death of a person then living is valid ; but a bijl so 
payable after the marriage of a person is not valid, as is 

is an event which is not necessarily bound to happen. 

In respect of the date of payment, there are two classes 

of bill those payable on demand, and those payable at a 
fixed or determinable future time. Demand bills are those 
which are expressed to be payable on demand, or at sight, 
or on presentation, or in which no time for payment is 
expressed. These bills become due for payment as soon 
as demand for payment is made. These bills carry no 

days of grace. 

The second category of bills is known as time bills. In a 
few rases time bills may be drawn payable on stated dates, 
after which the word 'fixed’ is added, and they then become 
due and payable on the stated dates. Usually, these bills 
are subject to a slight extension of time which consists or 
three extra days known, as 'days of grace'. There is no 
limit to the length of time for which a time bill may e 
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drawn In the case of bills payable after sight, the time 
begins to run from the date of acceptance or, if the bill is 
dishonoured from the date of noting or protesting for dis- 
onour. \\ hen a bill as dishonoured by non-acceptance or 
non-payment, it will be presented by a Notary Public who 

lrrr e r r pay r nt ’ as the case ma y be -* refused,’ 

Will attach a slip to the bill stating the date of presentation, 
e answer given, the Notary’s charges and his initials. 
Tfos is known as ’noting’ the bill. At any time once the 
bill has been noted, a legal document is drawn up bv the 
.Notary and is known as a ‘protest*. 


Title to a Bill 

Any person in possession of a bill is a possessor, but 

his iegu! rights will vary according to the conditions under 

which the bill is possessed. He may be a wrongful 

possessor, or a bearer, or a holder either for value or in 
due course, or a wrongful holder. 

A wrongful possessor is a person, who has in possession 
a bill affected by forgery. • He has no rights under the bill. 

The bearer of a bill is a person' who acquires a title to a 
bill transferred to him by delivery only. A bill payable 
to bearer or indorsed in blank is a bearer bill, and can be 
negotiated by simple delivery. Since a transferor by deli¬ 
very does not sign his name on the bill, the transferee or 
any subsequent holder has no right against him even for 
consideration. But the transferor by delivery will be liable 
for any defective title of the bill inasmuch as he warrants 
to any transferee who gives value for the bill that the 
instrument is what it purports to be, and that he has a 
right to transfer it. If this is not so, as, for example, 
when a forged signature appears on the bill, the transferee 
can sue the transferor for breach of warranty. 
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The holder of a bill is the payee or indorsee of a bill 
who is in possession of it, or the bearer of a bill payable 
to bearer. A simple holder need not have given value for 
the bill, and his title to it depends on whether any defect 
exists in it or not. A defect in the bill exists if the 
acceptance, issue or subsequent negotiation of the bill is 
affected with fraud, duress or illegality. 

A holder for value is the holder of a bill for which value 
has at any time been given, and it is not essential that 
lie should himself have given value. His title depends upon 
the same grounds as those of a simple holder except that 
lack of consideration cannot be set up against him save 
by his immediate transferor if in fact he had not given 
value. A holder for value may be an agent for collection, 
or have had the bill transferred to him by way of gift, but he 
can sue in his own name. Where a holder of a bill has a 
lien on it, as in the case of a bill pledged to a bank as 
security, he is deemed to be a holder for value to the extent 
of his security. 

A holder in due course is a holder of the highest order. 
He is a holder who became such for consideration before 
its maturity and without sufficient cause to believe that 
any defect existed in the title of the person from whom he 
derived his title. A holder in due course must satisfy the 
following conditions: 

(a) that he is a holder, that is, he must be in posses¬ 
sion of the bill if it is payable to bearer 
or he must be the payee or indorsee, if it is 
payable to or to the order of the payee, and 
the making of*the instrument has been com¬ 
pleted by delivery to the payee or the indorsee. 
He must be entitled to sue in his own name 
on the instrument; 
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(b) that he became holder before the amount men- 

loned in the bill became payable, that ;s, 
before the maturity of the bill • 

(c) that he became holder for consideration. While 

a holder for value need not himself have given 

value for the bill, the holder in due course 
must have done so; 

{d) that be became the holder without having 
sufficient cause to believe that any defect 

existed in the title of the person from whom 
he received it. 


Forgery of an instrument is placed on a dfferent footing 
from defects m title. A forged bill is no instrument in 
law Forgery connotes not a defect in title, but an absence 
of it. Thus, nobody can become a holder in due course 
of a forged instrument as it is a nullity at law, although 
exceptional cases, certain holders like banks are given 
special statutory protection against forgery of indorsements, 
namely, in respect of crossed cheques. 


CHAPTER XXVI 
CHEQUES 

A cheque is defined by Section 6 of the Negotiable 
Instruments Act as ' a bill of y exchange drawn on a banker 
and not expressed to be payable otherwise than on 
demand \ Combining this definition with that of a bill 
of exchange, we may say ‘ a cheque is an unconditional 
order in writing addressed by one person to another, who 
must be a banker, signed by the person giving it, requiring 
the banker to whom it is addressed to pay on demand a 
sum certain in money to or to the order of a specified person . 

or to bearer 

The essential conditions that an instrument to be rightly 
called a cheque should fulfil are: 

i 

( а) it must be an instrument in writing, the writing 

may be done by any means. But writing in 
pencil may be sent back for confirmation, as 
chances of fraud are greater; 

(б) it must be an unconditional order to pay. If, 

for example, a cheque has a receipt form 
attached to it with the following words, 

‘ provided the receipt form at foot is duly 
signed and dated the order is not uncondi¬ 
tional. But if the instruction is addressed 
to the payee, and not the banker, then the 
order is unconditional ; 

(c) it must be signed by the person giving it. The 
signature may be by the drawer himself or by 


CHEQUES 


some person duly authorized by him. The 
signature may also be in a trade or assumed 
name, but the person so signing is liable as if 
he had signed the instrument in his own name; 

(d) it must be drawn upon a banker. Thus, 

instruments containing orders for payment 
drawn upon, say. Government Treasuries, 
such as, supply bills, are not cheques. 
Drafts drawn by one office or branch of a 

bank upon any of its other offices or branches 
are cheques; 

( e ) it must be for the payment of a certain sum of • 

money only. The sum payable is certain, 
although it may include interest at a given 
rate up to the happening of a specified event, 
or drawn in foreign currency and payable at 
an indicated rate of exchange or according 
to the course of exchange. The amount of 
the cheque is usually stated both in figures 
and words. If the two differ, the amount 
expressed in words may be legally paid. 
But it is the practice of bankers to return such 
cheques with the remarks, ‘ words and figures 
differ 

(/) it must be payable to or to the order of a speci¬ 
fied person or bearer. A person in law is not 
necessarily a human being. It may be a body 
corporate or a functionary such as a Secretary 
or a Manager. Cheques are sometimes made 
payable to fictitious persons, for example, when 
drawn as ' Pay Wages ' or ' Pay Cash ’, and 
are then treated as payable to bearer; 
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(g) the sum mentioned in it must be payable on 
demand. 

The Cheque and the Bill of Exchange 

A cheque is similar to a bill of exchange except in the 
following respects: 

(a) it is supposed to be drawn on funds in the hands 

of a banker. A cheque is, however, a mere 
order to pay, which the banker may or may - 
not accept, subject to all the legal conse¬ 
quences in case of wrongful dishonour. 

( b ) it requires no acceptance; 

(c) the drawer of a cheque is not discharged by 

failure of the holder to present it in due time 
unless the drawer has sustained damage by 
the delay; 

( d ) when a cheque is not met, notice of dishonour 

is not necessary as in the case of bills. The 
lack of funds in the hands of the banker is 
sufficient notice; 

( e ) a cheque is a revocable mandate, and the autho¬ 

rity may be revoked by countermand of 
payment and is determined by notice of the 
customer’s death or bankruptcy; 

(/) a cheque may be crossed. 

Dating. —A cheque is not invalid by reason only that it is 
ante-dated or post-dated. Further, a cheque not dated is 
valid, and any holder may insert a date. If a cheque is 
post-dated, it is really not a cheque at the moment, as it is 
not an instrument payable on demand, and, as such, 
resembles a bill, but if it is presented for payment on or 
after its due date, the paying banker should have no 
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objection to paying it. Further, the negotiability of such 
a cheque is not impaired merely because it is post-dated. 
A banker will, however, lose his statutory protection if he 
pays a cheque before it is due for payment, and must bear 
any loss that may arise out of his action. 

, Stale or Overdue Cheques.— There is no precise legal 
indication as to when a cheque is to be considered stale or 
overdue. Under the English law, a 'bill or a cheque be¬ 
comes overdue for purposes of negotiation when it appears 
on the face of it to have been in circulation for, an 
unreasonable length of time. As to what constitutes an 
unreasonable length of time is a question of fact to be 
determined by the circumstances of each case. There is, 
however, no provision in the Negotiable Instruments Act 
when a demand instrument is to be considered overdue. 
In England, a cheque is considered to be in circulation for 
an unreasonable length of time from the point of view of 
its negotiability after the lapse of about ten days or so from 
its date of issue. In India, it is the usual practice of 
bankers to regard a cheque as overdue after the lapse of 
six months from the date of issue. 

Material Alterations .—Any material alteration in a cheque 

must be made with the drawer's assent, evidenced by his 

signature or initials. The full signature is preferable to 

initials, as initials may be more easily forged. If there are 

two or more signatures to a cheque, all must join in 
confirmation. 

Material alterations include alterations in respect of date, 
sum payable, place of payment, the name of payee and 
crossing. An ‘ order ' cheque may be converted into a 
‘ bearer ' one by substituting the word ‘ bearer ' for ‘ order ' 
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by drawer only and by confirming such substitution by his 
signature. But any holder may alter a bearer cheque 
to an order cheque without the drawer’s verification. 

If a banker should pay a cheque which has been materi¬ 
ally altered without the drawer’s confirmation, he will do 
so at his own risk. 

Lost Cheques .—If a cheque is lost, the holder may 
compel the drawer to give him another cheque in identical 
terms by providing to the drawer an indemnity against any 
claims of third parties should the lost cheque be found 
again. The drawer should not issue a duplicate cheque 
without proper indemnity, for if the cheque is negotiable, 
and the finder transfers it to another person who honestly 
takes it for value, the transferee can compel payment from 

the drawer, in which case the latter will have to pay twice 

over. 

Immediately a cheque is lost, the loser should notify the 
fact to all the parties to the cheque, and also request the 
drawer to give notice to the drawee-banker to stop its 
payment. 

Loss of Cheques sent through the Post _The Post Office 

is not liable for any such loss as it accepts no responsibility 
for unregistered letters. The responsibility for such loss 
rests, therefore, on the sender or the addressee. As the Post 
Office is prima facie the agent of the sender, he must assume 
the risk of his remittance not arriving properly at its 
destination. But if the creditor should have definitely said, 
for example, ‘ Please send me a cheque by post then 
the Post Office becomes the agent of the creditor, who will 
be liable for loss of the cheque in transit. It is advisable 
for the safety of the parties concerned that cheques sent by 
unregistered post should be specially crossed. 
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Crossed Cheques 

Sections 123 and 124 of the Negotiable 
define crossed cheques as follows: 


Instruments Act 


Section 123. Where a cheque bears across its face an 

addition of the words * and Company ' 
or any abbreviation thereof, between two 
parallel transverse lines, or of two paral¬ 
lel transverse lines simply, either with or 
without the words ‘ not negotiable ’, 
that addition shall be deemed a crossing, 

« and the cheque shall be deemed to be 

crossed generally. 

Section 124 ..—Where a cheque bears across its face an 

addition of the name of a banker, either 
with or without the words ' not nego¬ 
tiable that addition shall be deemed a 
crossing, and the cheque shall be deemed 
to be crossed specially , and to be crossed 
to that banker. 


General and Special Crossing .—From these definitions, 
it will be seen that there are two distinct types of crossing: 
( a ) general and ( b ) special. A general crossing must include 
two parallel transverse lines written, printed, stamped, or 
perforated across the face of a cheque and these lines may 
be accompanied by any such additions as the words ‘ & Co.', 
and company , ‘ not negotiable ', ' account payee ’, 

‘ account A.B.C. ’, ‘ under or not over .... rupees ' etc. 
These additional words have certain effects, but they are not 
an essential part of the crossing, nor do they constitute a 
crossing by themselves in the absence of the transverse 
lines. 

The name of a banker written, stamped, printed or 
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perforated across the face of a cheque forms a special cros¬ 
sing, whether it appears alone or with transverse lines, or 
with or without any of the additional words mentioned 
above. 

Different Forms of Crossing .—The following are some 
specimens of general crossing: 
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The following are some specimens of special crossing: 
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Effect of Crossing .—Unless the words * not negotiable ’ 
appear along with the crossing, a general or special crossing 
has no effect whatsoever on the full negotiability of a cheque, 
as between different holders. The effect of a general cross¬ 
ing, in so far as it concerns a banker on whom it is drawn. 
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is that he is safe only if he pays the cheque to another 

banker. The effect of a special crossing is that the banker 

must pay it only to the banker named in the crossing, or 

acting as the agent of another banker. The effect of a crossing 

applies equally to a bearer and an order cheque. A crossed 

cheque payable to a bearer disposes of the necessity for 
indorsement only. 

Not Ne Z oUab lc ’ Crossing. —Section 130 of the Negotiable 
Instruments Act says, ‘A person taking a cheque crossed 
generally or specially, bearing in either case the words " not 
negotiable ” shall not have, and shall not be capable of 
giving a better title to the cheque than that which the person 
trom whom he took it had A ' not negotiable ' crossing 
does not make the cheque not transferable, but takes away 
from it the special feature of negotiability. If a person takes 
such a cheque which has been stolen or lost, he cannot en¬ 
force payment of the instrument nor can he retain any money 
paid to him upon it as against the true owner, however 
honestly he may have acted and even though he had not been 
aware of the fact that the cheque was stolen or lost. If, how¬ 
ever, there is no question of defective title, the cheque is good 
for all purposes, and may circulate in exactly the same way 
as a cheque which does not bear these restrictive words. 

Account Payee Crossing .—A cheque crossed 'account 
payee or ‘ Pay A. B. C. only ’, restricts the transferability 
of the cheque. Although such crossing has no statutory 
significance, it must be paid to the payee specified and to 
him only. A banker should neither collect nor pay such 
a cheque if it bears evidence of having been transferred, 
otherwise the collecting banker will be liable for negligence, 

and the paying banker .for disobeying the mandate of his 
customer. 


CHAPTER XXVII 
. ' INDORSEMENT 

The word ‘ indorsement ' is derived from the Latin in dorsum 

which means ‘ on the back Section 15 of the Negotiable 

Instruments Act defines indorsement as follows: ‘When the 

maker or holder of a negotiable instrument signs the same, 

otherwise than as such maker, for the purpose of negotiation, 

on the back or face thereof or on a slip of paper annexed 

thereto, or so signs for the same purpose a stamped paper 

intended to be completed as a negotiable instrument, he is 

said to indorse the same, and is called the “ indorser 1 ' \ 

\ 

Effect of Indorsement 

By indorsing his name on the back of a negotiable instru¬ 
ment, the indorser guarantees to his immediate indorsee or 
a subsequent holder in due course that at the time it left 
his hands, it was genuine in every respect and that he had 
a good title to it. Ordinarily an indorser binds himself to 
pay only on due notice of dishonour being given to him. 
Section 35 of the Negotiable Instruments Act lays down, 'In 
the absence of a contract to the contrary, whoever indorses 
and delivers a negotiable instrument before maturity, 
without, in such indorsement, expressly excluding or making 
conditional his own liability, is bound thereby to every sub¬ 
sequent holder, in case of dishonour by the drawee, acceptor 
or maker to compensate such holder for any loss or damage 
caused to him by such dishonour, provided due notice of such 
dishonour has been given to, or received by, sucfi indorser'. 
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Classification of Indorsement 

here are four main types of indorsements as under: 

(0) Indorsement in blank .—If the indorser signs his' 
name only, and mentions no payee, the indorse¬ 
ment is said to be blank. A negotiable 
instrument so indorsed becomes payable to 
bearer. If, however, a negotiable instrument, 
which has been indorsed in blank, is subse¬ 
quently indorsed in full, it cannot be paid 
except upon the indorsement of the indorsee in 
full. 

(6) Special Iyidorsement .—A special indorsement or an 
indorsement in full specifies the person to 
whom or to whose order the negotiable instru¬ 
ment is to be payable. An indorsement in 
blank may be converted into a special indorse¬ 
ment by writing above the indorser’s signature 
a direction to pay the negotiable instrument to 
or to the order of himself or some other 

person. 

(c) Restrictive Indorsement .—An indorsement is res¬ 
trictive which prohibits the further negotiation 
of a negotiable instrument or which expresses 
that it is a mere authority to deal with it as 
thereby directed and not a transfer of the 
ownership thereof, for example, an indorsement 
to the effect ‘Pay D only’, or ‘Pay D for 
the account of X'. A restrictive indorsement 
gives the indorsee the right to receive payment 
of the negotiable instrument and to sue any 
party thereto that his indorser could have sued, 
but gives him no power to transfer his rights 
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as indorsee unless it expressly authorizes him 
to do so. Where, however, a restrictive in¬ 
dorsement authorizes further transfer, all sub¬ 
sequent indorsees take the negotiable instru¬ 
ment with the same rights and subject to the 
same liabilities as the first indorsee under the 
restrictive indorsement. 

( d) Conditional Indorsement .—An indorsement which, 
makes the transfer of a negotiable instrument 
dependent on the fulfilment of certain conditions * 
is called a conditional indorsement. Section 52 
of the Negotiable Instruments Act says, 'The 
indorser of a negotiable instrument may, by 
express words in the indorsement, exclude his 
own liability thereon, or make such liability or 
the right of the indorsee to receive the amount 
due thereon depend upon the happening of a 
specified event although such event may never 
happen \ The endorser can either completely 
exclude his liability or otherwise limit it by 
making it conditional. For example, he may 
exclude his liability by indorsing a cheque ‘ Pay 
A or order sans recours (or without recourse)’- 
This stipulation releases the indorser from 
liability in the event of the cheque being 
dishonoured, but does not release him from 
liability in respect of any forgery on the cheque 
before he indorsed it. Again, the indorser may 
make his indorsement conditional by making 
it depend on the happening of a specified event 
which may never happen. Thus an indorser 
may write, ' 'Pay A or order on his marriage . 
with B ’. In this case, the indorser will not 
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be liable until the marriage takes place, and if 
B should die, his liability will be terminated. 
It would appear that in India a banker cannot make 
payment of a cheque with a conditional indorsement until 
the condition is fulfilled. This is a difficult position for the 
paying banker inasmuch as a cheque is by definition an un¬ 
conditional order payable on demand. Express provision 
has, however, been made in Britain under the' Bills of 
Exchange Act affording protection to the banker for pay¬ 
ment in disregard of conditions. Section 33 of this Act says, 
where a bill purports to be indorsed conditionally, the 
condition may be disregarded by the payee and payment to 
the indorsee is valid, whether the condition has been ful¬ 
filled or not \ 

General Principles Regarding Indorsement 

Although the appropriateness or otherwise of an indorse¬ 
ment is determined by the general practice of bankers, certain 
general principles guiding indorsement may be stated: 

1. An indorsement should be spelled exactly in the 

same way, as the person's name appears on the 
face of the bill (or cheque) as payee, or in the 
special indorsement as indorsee. If the name 
is misspelt, the indorsement should also be miss¬ 
pelt, and the indorser may again indorse it with 
his name spelt correctly. 

2. An indorsement should be in the form of the 

ordinary signature of the payee or indorsee. 
Complimentary prefixes or suffixes or other 
courtesy titles such as Mr, Mrs, Miss, Dr, M.A., 
B.L., Sir, etc., do not form part of the indorse¬ 
ment, and should be omitted while, indorsing 
a bill. 
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Women .—A spinster or unmarried woman in¬ 
dorses by writing her first name and surname. 
Thus Miss Kamala Bose will indorse as Kamala 
Bose. If the payee is a married woman or a 
widow, and a cheque is made out in favour of 
Mrs A Bose, she should sign as K. Bose, wife 
or widow of A Bose. If a cheque is made pay¬ 
able to a married woman in her maiden name, 
as a cheque drawn in favour of Miss Kamala 
Das, she should indorse it as Kamala Bose nee 
Das. 

3. Illiterate persons. In the case of illiterate 

persons the left hand thumb impression should 
be impressed and witnessed, the witness giving 
his or her address. 

4. Cheques made payable to two or more persons, 

not partners, must be indorsed by each of them 
individually. 

5. When a cheque is made payable to a club, asso¬ 

ciation or other institution, the name of the. 
payee should be followed by the name and 
designation of the officer indorsing the cheque. 

6. In the case of corporations, the mere writing or 

impressing of the name of the company by a 
person acting on its authority may constitute a 
valid indorsement. But bankers do not usually 
accept such indorsement! Usually, bankers 
accept indorsements made by directors, mana¬ 
gers or secretaries of companies. 

7. Per pro indorsement .—A banker is not legally 

obliged to accept such indorsement and can 
demand confirmation. 


MINI 


8. Cheques made payable to deceased persons must 
be indorsed by the legal representatives. As 
executors can delegate authority, there is no 
objection if only one of them signs. 

SOME SPECIMEN INDORSEMENTS 


Payee 


Irregujnr indorse¬ 
ment 


Regular indorse 
men! 


Individuals: 

Mahatma Gandhi 
Professor Nivogi 


| Mahatma Gandhi, M. C. Gandhi 
Professor Nivogi ... J. I 3 - Nivogi 


Women : 

Miss Bose 
Mrs A. Bose 


... . Miss Bose 
... 1 Mrs A. Rose 


Miss Kamala Das 
(now married) 


Kamala Bose 
Kamala Bose (wife 
or widow of A. 

| Bose) 

| 

Kamala Bose 
(ncc Das) 


Clubs A: Associations 
University Com¬ 
merce Sociotv 

Firms : 

Das & Sons 


Joint-stock Compa¬ 
nies: - 

Tndia Co., Ltd. 


• A. Roy. Secretary. For the University 

University Com- Commerce Societv 


merce Society 


A. K. Das Sons 


A. Roy 
Sec retarv 

I )a.s iv Sons 
or 

For Das iV Sons 
A. K. Das 
Partner 


For India Co.. Ltd. For India Co.. Ltd. 
B. C. Das or B. C. B. C. Das 

Das and Company i Manager. Secretary 


Managers 


or I )irector 
or 

l or India ( o.. Ltd. 
B. C. Das <y Co., 
.Managing Agents 


i 



324 BANKING PRINCIPLES, PRACTICE AND LAW 


SOME SPECIMEN INDORSEMENTS— (Contd.) 


Payee 

1 

Irregular indorse¬ 

Regular indorse¬ 

ment 

ment 

Executors & Admini¬ 

/ 

. 

strators : 



B. C. Ray (now 



deceased) 

1 

h 

A. N. Ray 

For self & co-execu 



tor of the estate 



of the late B. C. Ray 

Trustees: 


A. N. Ray 

P. K. Bose & H. 



Sarcar 

Trustees of the 

P. K. Bose 

H. Sarcar 

P. K. Bose & H. 

Sarcar 

Trustees of the 

estate of the late 

H. R. Dey. 

• • • 

estate of the late 


H. R. Dey 


I 


CHAPTER XXVIII 

THE PAYING AND THE COLLECTING BANKER 

THE PAVING BANKER 

It is the duty of the paying banker to honour his customer’s 
cheques subject to certain conditions. These conditions are, 
first, that the customer must have a current or drawing 
account upon which the banker usually allows cheques to 
be drawn ; secondly, that the state of the customer's account 
must warrant the payment, that is, he must have sufficient 
funds to his credit or there must be an arrangement for 
overdraft adequate to cover the cheques ; thirdly, that the 
cheque must be presented by the holder or his authorized 
agent during recognized business hours at the proper place 
of payment ; fourthly, that it must be drawn in the proper 
form ; and finally that there must be no legal reason or 
excuse for refusing payment. 

A cheque is drawn in the proper form when it («) is signed 
by the drawer himself or by his authority ; (b) is due for 
payment, that is, is not post-dated or stale ; (c) has the 
sum to be paid expressed in words, or in words and figures, 
which should agree ; ( d ) purports, if it is an order cheque, to 
be properly indorsed ; and (e) bears the drawer's confirma¬ 
tion for any material alteration. 

The following are sufficient reasons for refusing payment: 

(a) Notice from the customer to stop payment. 

(b) Knowledge of any defect in the title of a person 

presenting the cheque for payment. 

(c) Notice of an act of bankruptcy by the customer, 

or an intimation of his death or insanity, or, in 
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the case of a company, notice of its winding 
up. 

(d) Notice of an assignment by the customer of his 

available credit balance. 

(e) Knowledge that the customer contemplates breach 

of trust where it is known that funds credited to 
the account are trust funds. 

(/) Notice of garnishee injunction or other order from 
a court restraining the customer from operating 
the account. 

Return of Unpaid Cheques .. —When a cheque is returned 
unpaid by a banker, it should be returned with a slip stating 
the reason for the refusal of payment. A banker 
must neither offer part payment of a cheque nor 
disclose the state of his customer’s account. The 
most common answers given on the slip for return¬ 
ing a cheque unpaid are: (a.) Refer to drawer or 

not sufficient funds, meaning that the banker has not 
sufficient funds at his disposal to honour the cheque ; 

( b ) Endorsement irregular, that is, the indorsement on the 
cheque is not in order ; ( c ) Effects not cleared, that is, the 
drawer has paid in bills or cheques which are in course of 
collection, but the proceeds are not yet available for paying 
the cheque. 

Chief Risks of a Paying Banker. —The chief risks of a 
paying banker are (a) forgery of the drawer’s signature and 
(6) fraudulent alterations, such as alterations of amount. 

As the banker has a specimen signature of his customer, 
he should not honour any cheque when he has a reasonable 
suspicion or doubt that the signature on it differs from the 
specimen signature in his possession. Even if the signa¬ 
ture be so cleverly forged that the banker is unable to detect 
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the forgery, he will not be able to debit the customer’s 
account with the amount, as he has evidently had no 
instructions from his customer to do so ( Bhagwandas vs. 
Lrect). If, however, the customer should, by his conduct, 
cause the banker to believe that the signature is genuine, 
the banker will be able to debit the customer's account even 
though subsequently it should transpire that the signature 
had been forged. Such a case may arise if the customer was 
present at the bank, showed his signature, and signified it 
good for payment even though the signature may not have 
been genuine. 

Corresponding to the obligation of the banker to inform 
his customer on receipt of a cheque with a forged signature 
is the duty of the customer to inform the banker if he 
should come to know that forged cheques are being 
presented. If the customer fails to do so and if thereby 
the chances of recovery from the forgerer are materially 
prejudiced, thei customer will be precluded from claiming the 
amount back from the bank ( M'Kenzie vs. British Linen 
Co.). In Greenwood vs. Martins Bank Ltd., the husband 
did not disclose, although he was aware of it, that his wife 
was committing forgery until after she had committed suicide. 
In this case, the husband was held to be estopped by his con¬ 
duct from making any claim against the bank on the ground 
of his silence and inaction when there was a duty to speak. 

In respect of any material alteration, it has been already 
stated that any such alteration unauthorized by the drawer 
renders the cheque void, and a banker paying such a cheque 
will be liable to the customer for the consequences. 

Protection of a Paying Banker. —The paying banker has 
been afforded certain statutory protection in respect of 
difficulties faced by him by reason of forged or unauthorized 
indorsements. Section 85 of the Negotiable Instruments 
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Act reads: (1) Where a cheque payable to order pur¬ 
ports to be indorsed by or on behalf of the payee, the 
drawee is discharged by payment in due course. (2) Where 
a cheque is originally expressed to be payable to bearer, the 
drawee is discharged by payment in due course to the bearer 
thereof, notwithstanding any indorsements whether in full 
or in blank appearing thereon, and notwithstanding that 
any such indorsement purports to restrict or exclude further 

negotiation. 

' Payment in due course ’ has been defined in Section io 
as meaning ‘ payment in accordance with the apparent 
tenor of the instrument in good faith and without negligence 
to any person in possession thereof under circumstances which 
do not afford a reasonable ground for believing that he is not 
entitled to receive payment of the amount therein men¬ 
tioned.' 

The holder to whom payment is to be made may be the 
payee, indorsee, or bearer according to the nature of the 
instrument or the way in which it has been made out. It is 
not in the ordinary course of business to pay cheques out¬ 
side business hours except through the clearing house. If 
a banker does so, he loses statutory protection and may also' 
face the possibility that the drawer may countermand the 
payment of the cheque before the bank opens on the next 

business day. 

The duties of and the protection available to the paying 
banker in respect of crossed cheques are laid down in Sec¬ 
tions 126, 127 and 129. The Sections run as follows: 

Section 126 .—Where a cheque is crossed generally, the 

banker on whom it is drawn shall not pay 
it otherwise than to a banker. Where a 
cheque is crossed specially, the banker 
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on whom it is drawn shall not pay it 
otherwise than to the banker to whom it 
is crossed, or his agent for collection. 

Section 127 .—Where a cheque is crossed specially to more 
. than one banker, except when crossed to 

an agent for the purpose of collection, the 
banker on whom it is drawn shall refuse 
payment thereof. 

Section 129 .—Any banker paying a cheque crossed gene¬ 
rally otherwise than to a banker, or a 
cheque crossed specially otherwise than to 
the banker to whom the same is crossed, 
or his agent for collection, being a banker,, 
shall be liable to the true owner of the 
cheque for any loss he may sustain owing, 
to the cheque having been so paid. 

A banker is thus not justified in paying a cheque incon¬ 
sistent with the directions in crossing. It follows that if 
the crossing is such that the banker is left in doubt, he should 
return the cheque. Further, a crossed cheque drawn by 
one customer in favour of another should be passed 
through the payee’s account. The banker is not legally 
justified in paying money over the counter to even a payee- 
customer. If the banker should give cash for a crossed 
cheque to the payee, even though well-known to him, he 
does so at his own risk. 

If' payment of a crossed cheque has been made in due 
course, the paying banker is discharged from all liabilities 
under Section 128. This Section says, ‘ where the banker 
on whom a crossed cheque is drawn has paid the same in 
due course, the banker paying the cheque, and (in case such 
cheque has come to the hands of the payee) the drawer 



330 BANKING PRINCIPLES, PRACTICE AND LAW 

thereof shall respectively be entitled to the same rights, and 
be placed in the same position in all respects, as they would 
respectively be entitled to, and placed in, if the amount of. 
the cheque had been paid to and received by the true owner 
thereof'. On payment in due course, the banker, is entitled 
to debit the drawer with the amount of the cheque, and will 
not be liable if the amount does not reach the true owner. 

The -Collecting Banker 

As an agent of his customer, the collecting banker has 
•certain responsibilities towards his customer. He incurs 
certain liabilities if he fails to discharge the duties entrusted 
to him. His duties are not always precisely defined, and 
whether or not he has fully discharged them will depend as 
much upon the circumstances of the particular case in ques¬ 
tion as the recognized banking practice of the particular 
place. A banker will, however in any case be liable to his 
customer for any loss or damage which may result from 
his negligence or omission to use reasonable care and 
diligence. 

The Banker Collecting on His Own Behalf .—Sometimes a 
banker may collect cheques and bills, not as an agent, but for 
himself as a holder for value, for example, when he encashes 
an open cheque over the counter, or collects proceeds of 
cheques specifically paid in to reduce a loan due to him or 
collects cheques against which he has given the customer the 
right to draw before the proceeds have been realized. In 
such circumstances, a banker becomes a holder in due 
course, collecting the proceeds for himself although they 
may ultimately rest in the customer's account, and has all 
the rights of such a holder. If he collects an open or un¬ 
crossed order cheque for himself, he is liable to the true 
owner only if the endorsement is forged. But he can 
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enforce his rights as a transferee against any indorsers who 

indorsed after the forgery as also against his immediate 

transferor if that person has omitted to indorse the cheque. 

If, however, the question is one of absence of or defect in 

the title of the person from whom the banker took the 

instrument, the banker as a holder in due course will have 

power to enforce payment against all prior parties to the 
instrument. 

Collection of Cheques for a Customer.—The banker is 
afforded no protection in collecting uncrossed bearer or 
order cheques for a customer. If such a cheque bears a 
forged indorsement, or if the customer’s title to it is lacking 
or defective, the banker will be liable to the true owner 
for conversion. The banker may, however, be able to debit 
the amount of the cheque to the customer concerned. 

A collecting banker obtains certain statutory immunity 
in connexion with the collection of crossed cheques, whether 
payable to bearer or order. Section 131 of the Negotiable 
Instruments Act provides as follows : ‘ A banker who has 

in good faith and without negligence received payment for 
a customer of a cheque crossed generally or specially to him¬ 
self, shall not, in case the title to the cheque proves 
defective, incur any liability to the true owner of the cheque 
by reason only of having received such payment'. In 
1922, the following explanation was added: ‘ A banker 

receives payment of a crossed cheque for a customer within 
the meaning of this section notwithstanding that he credits 
his customer’s account with the amount of the cheque 
before receiving payment thereof '. 

The statutory protection is available only on the following 
conditions being fulfilled, namely: 

(a) The cheque must be crossed, and crossed before it 
reaches the hands of the banker. 
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(6) The banker must collect the cheque on behalf of 
a customer. 

(c) The banker must collect the cheque as an agent, 
and not as a principal. It is the usual prac¬ 
tice of bankers to credit cheques to the cus¬ 
tomer’s account even before the receipt of the 
proceeds. In the Gordon case, it was held 
that the crediting of cash before the receipt of 
the proceeds of a cheque made the collecting 
banker a transferee for value, and as such, he 
was not entitled to the statutory protection 
even if the cheque was crossed. To negative 
the effect of this decision, the Bills of Exchange 
(Crossed Cheques) Act was passed in 1906 in 
Britain, and the provision of this Act has been 
embodied in the explanation added in 1922 to 
Section 131 of the Negotiable Instruments Act. 
(d) The banker must receive payment in good faith 
and without negligence. As bankers do not 
act otherwise than in good faith in all their 
dealings, the question of good faith in con¬ 
nexion with the collection of cheques is not of 
much practical significance. The more im¬ 
portant question is what would constitute negli¬ 
gence. The Privy Council stated in Commis¬ 
sioners of Taxation vs. English, Scottish and . 
Australian Bank Ltd. that the test of negli¬ 
gence within the meaning of this section is 
whether the transaction of paying in any given 
cheque was so out of the ordinary course that 
it ought to have aroused doubts in the banker’s 
mind and caused him to make enquiry. As 
illustration of what would amount to negligence 
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in respect either of the paying or the 

banker may be cited the following 
tances: 


collecting 

circums- 


(0 Omission to verify the correctness of 

, indorsements on cheques payable to 

order ; 

(") ° mis sion to verify the existence of 
authority in the case of per procura¬ 
tion signatures if there are any cir¬ 
cumstances connected with the tran¬ 
saction which should put the bank 
on enquiry ; 

(Hi) Collecting for a partner's private 

account cheques payable to the part¬ 
nership firm ; 

(w) Collecting for the private account of an 
official cheques made payable to his 
, company or firm and indorsed by him 

on its behalf ; 

\V) Omission to obtain a reference from a 
new customer ; 

(vt) Collecting a cheque crossed ‘ account 

payee ’ for other than the payee 
named ; 

(v/i) Where the operations on an account are 
of an unusual nature. 

Account Payee Crossed Cheque .—Words such as ' account 
payee ’ or ‘ payee's account '.or ‘ account A.B.C.' are often ' 
added to a crossing. They have no statutory significance. 
Yet they are in the nature of a direction to the collecting 
banker.-who would be guilty of negligence if he were to 
override such direction, and would, as a result, lose protec- 
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tion of Section 131 of the Negotiable Instruments Act. Such • 
a direction has, however, no significance for the paying 
banker, whose responsibility ceases with the paying of the 
cheque in good faith and without negligence. An ‘ account 
payee ' crossed cheque must be collected for the credit of 
only the account of the payee named. 

Conversion and Money Had and Received _Conversion 

may be defined as the wrongful intermeddling with the goods 
of another for the purpose of taking them away from the 
party entitled to them, and may be constituted by taking* , 
using or destroying the goods or exercising over them some 
control which is inconsistent with the owner's right. The 
term ‘ goods ’ includes a bill of exchange, promissory note 
or cheque. A person who is innocently in possession of the 
goods, and has throughout acted without negligence, is yet 
liable for coversion. The liability exists even in the case of 
a person who is merely acting as an agent for another, for 
conversion is a tort which renders the person committing it 
personally liable, as also the principal on whose behalf the 
agent was acting while committing the wrong. Thus a banker 
who has collected a negotiable instrument bearing a forged 
indorsement in behalf of his customer will be liable to the 
true owner for conversion, however innocently he may have 
acted, unless he can claim statutory protection, for example,, 
in the case of crossed cheques. 

In an action for conversion of a negotiable instrument, 
the true owner often adds an alternative count ' for money 
had and received ’ to his use. The claim for money had 
and received against a person who had no knowledge of 
the rights of the true owner is based on an implied promise, 
which the law imputes to the person dealing with the 
money of another, to repay that money to the true owner 
when demanded. 
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The following are the common instances in which a banker 

may render himself liable, in the absence of statutory pro- 
tection, for conversion: F 


(«) Paying a cheque bearing a forged indorsement. 
The paying banker is, however, protected under 
Section 85 of the Negotiable Instruments Act 
in the case of uncrossed cheques and under Sec¬ 
tions 126 to 129 of the Act in case of crossed 

cheques if the payment has been made in due 
course. 

(b) Collecting a cheque, bill of exchange, or promis- 
. sory note bearing a forged indorsement, or in 

respect of which the customer has no title or a 
defective title. This liability is absolute in so 
far as bills of exchange and promissory notes 
are concerned, but statutory protection has 
been given to the banker under Section 131 of 
the Negotiable Instruments Act in connexion 
with the collection of crossed cheques. 

(c) Taking for value a bill of exchange, cheque 

or promissory note bearing a forged indorse¬ 
ment, or a cheque crossed not negotiable, to 
which title is void or defective. There is no 
statutory protection in this case. 

{d) Delivering to a wrong person goods which have 
been entrusted to him for safe custody. 


XXIX 


ADVANCES AGAINST SECURITIES 

By far the most important item of the assets of a commer- 
cial bank consists of loans and advances granted against 
securities. These securities may be classified under two 
broad heads, personal and collateral. This division corres¬ 
ponds to the distinction made by the Indian Companies Act 
between unsecured and secured loans. Under this Act, 
advances made by a registered company including a bank 
have to be shown separately in the balance sheet as secured 
and unsecured. This nomenclature has, however, had an 
undesirable effect, for advances which are made against 
the personal security of the borrower have to be shown 
as unsecured, which term conveys a feeling of unsoundness 
in the popular mind, and, as such, these advances are dis¬ 
couraged by bankers, although in effect they may be in 
no way inferior to what are known as secured advances. 
In Great Britain, for example, advances against the 
personal security of the borrower supported by a guarantee 
are common. They constitute, however, but a very small 
proportion of the advances made by Indian banks. 

An unsecured advance is one for which the banker has 
to depend only upon the personal security of the borrower. 
The basis of such advance is the credit of the borrower- 
customer. In the event of the default of the borrower, the 
banker has only a personal right of action against the 
borrower. 

A 'collateral security' has no strictly defined application. 

In general, a secured advance or one given against some 
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collateral security means an advance in which the bank has, 
in addition to his personal right of action against the 
borrower, the security of some form of a collateral. The 
term ‘collateral' or ‘collateral security’ applies to share 
certificates, bearer bonds, title deeds, life policies, etc. 

A guarantee, under which a third party, the guarantor or 
surety, makes himself responsible to the banker for the 
repayment of the debt of the borrower, may, in a broad 
sense, be regarded as a collateral inasmuch as it is in addi¬ 
tion to the personal security already offered by the bor¬ 
rower, but it is recognized more appropriately to fall into 

the category of personal securities for the reason that it is 
not a tangible security. 

Advances against Personal Security 

The term ‘personal security’ is applied to those classes 

of security which involve a right of action against only the 

individual or individuals giving the security. It is to be 

distinguished from securities which can be realized by sale 

or transfer. Apart from bills of exchange, the principal 

forms of personal security are promissory notes and 
guarantees. 

Advances against Borrower’s Promissory Notes 

The banker lends money against the personal undertaking 
of the borrower, and if the loan is unpaid, his remedy is to 
sue the borrower. Before, however, a banker agrees to 
lend against the borrower's I.O.U., he satisfies himself that 
the borrower will be able to return the money in a short 
period and that the loan will be used for genuine trade 
purposes. The basis of such credit is commonly referred 
to as the three C’s or the character, capacity and capital 
of the borrower, and also as the three R's, the borrower’s 

22 
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reliability, responsibility and resources. In evaluating 
these attributes of a prospective borrower, the banker asks 
lor the latest balance-sheets and profit and loss accounts of 
the borrower’s business certified by an auditor over a period 
of years so as to find out his financial position and he also 
collects information from other sources about the borrower s 
financial standing and credit-worthiness. Unfortunately, there 
are no credit agencies in India like Seyds in Britain or Duns 
and Bradstreets in the U.S.A., which could have been of 
great benefit to financial institutions and other lenders in 
obtaining valuable information about their prospective 
borrowers. Indian bankers may obtain information about 
borrowers from other banks with which these borrowers 
may have had dealings, and from reports in the market. 
The main basis for assessing a borrower who has nothing 
but personal security to offer is the balance-sheet and profit 
and loss account of his business. 

t 

Advances against Guarantee 

A guarantee is a contract under which one person, called 
the guarantor, undertakes to be answerable for the pay¬ 
ment of a debt or the performance of some act by another 
person, who must be legally bound to pay the debt or to 
perform the act concerned. A contract of guarantee pre¬ 
supposes a prior contract in existence, upon which the 
principal debtor is liable to the creditor. The guarantor 
becomes liable only in the event of the default of the 
principal debtor. Thus, a contract of guarantee is a 
secondary one. 

Guarantee and Indemnity .—A contract of guarantee 
should be distinguished from a contract cf indemnity. An 
indemnity may be valid though not in writing, but a 
guarantee must be in writing. The person who gives an 
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indemnity makes himself primarily responsible for the debt, 
but the person who gives a guarantee is liable on the failure 
of the debtor to pay the debt. In a contract of guarantee, 
there must be two contracts, a principal contract between 
the borrower and the lender and a secondary one between 
the lender and the guarantor or surety. In a contract of 
indemnity there is only one primary contract. 

Specific and Continuing Guarantees .—A specific or non¬ 
continuing guarantee is one in which the guarantor under¬ 
takes to be answerable only in respect of a specific transac¬ 
tion or in respect of a fixed amount, for example, in the 
case of a particular advance granted to a debtor on a 
separate loan account. Such a guarantee cannot be revoked 
by the surety so long as the loan is not repaid, but once 
the loan is paid back, the agreement becomes void and 
cannot be enforced in respect of any future advances. A 
guarantee may also be given for a specified period. Such 
a guarantee may be determined at any time within the 
period on the guarantor's giving notice and repaying any 
money then due. The guarantee would in any case expire 
on the specified date, and the banker must take necessary 
steps to enforce his rights against the guarantor before the 
expiry of that date. 

A continuing guarantee is one under which the guarantor 
is held liable for the fluctuating balance owing, on the 
debtor's account, at any time, during the, continuance of 
the guarantee, subject to any limit which may be specified. 

A continuing guarantee is not affected by any repayments 

# 

made, that is, by the Rule in Clayton*s case, as the 
guarantor is liable for any ultimate balance due on the 
debtor's account. A continuing guarantee is usually subject 
to a month's notice for its termination. Where no provi¬ 
sion for notice is made in the guarantee, it may be deter- 
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mined at any time. Upon receipt of notice, the banker 
must at once communicate it to the customer and stop the 
account so as to prevent the operation of the Rule in 
Clayton’s case. 

The Form of a Banker’s Guarantee —A banker's 
guarantee is in writing, and must at least contain the names 
of the parties, the signature of the surety and the essential 
terms of the contract. A banker’s guarantee usually states 
the consideration, but it is not invalid merely by reason 
that the consideration is not stated therein. The considera¬ 
tion may be the granting of an advance to a customer 
against the guarantee, or of further time to a debtor. A 
banker’s guarantee should usually be a continuing guarantee.- 
It may further provide that the contract shall not be preju¬ 
diced if any other securities are taken from the debtor, 
nor by any arrangements made with the debtor regarding 
the exchange or release of securities, or for the giving of 
time in which to pay. If however, these provisions are 
not contained in the contract of guarantee, the happening 
of any of these events will alter the conditions under which 
the guarantee was given and the guarantor will be dis¬ 
charged from his liability. 

A guarantee may be given by one person only, or by 
two or more persons. In the latter case, the guarantee is 
always stated to be a joint and several guarantee on the 
part of the guarantors. 

The Banker and the Guarantor .—A banker should always 
explain to a new guarantor the nature of the contract into 
which he is entering and his liabilities, and also see that 
the surety signs of his free will and without any pressure 
from the debtor or the banker. Any enquiries made by a 
surety should be fairly and fully answered by the banker. 

A contract of guarantee is not one which comes within 
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the category of contracts described as uberrimae fidei, that 
is, those which require a full disclosure of material facts 
by all parties. So long as there is no concealment amounting 
to fraud, a banker need not disclose the actual state of the 
debtor’s account or provide information concerning the 
debtor’s affairs or business habits unconnected with the 
contract of guarantee. If, however, the guarantor should 
be labouring under a misapprehension in any matter, the 
banker should try to remove it. I 

When the Guarantee is Determined .—A guarantee is 
determined either (1) at the will of one or some of the ' 
parties, for example, (a) the repayment by the principal 
debtor ; (b) the repayment by the guarantor ; and (c) a 
demand for repayment by the banker ; or (2) by operation 
of the law, for example, on the death, insanity or bankruptcy 
of the surety or of the principal debtor, or on a change 
in the constitution of a firm if the guarantee is given by or 
in favour of a partnership, or on the amalgamation of a 
company if the guarantee is given by, in favour of, or to a 
joint-stock company. 

Advances against Collateral Securities 

In its strict sense, the term ‘collateral security’ implies 
the offer of a security in addition to some other security 
for a debt. In practice the personal credit of the borrower 
is regarded as the primary security and ,any other. tangible 
security offered is regarded as collateral. 

Before a banker accepts any security as a collateral, he 
has to consider a number of points, the important among 
which are: (a) easy shiftability. The security should be 

readily saleable in the market ; (b) stable value. A security 
which is subject to wide fluctuation in value is not a desir¬ 
able collateral ; (c) sufficient margin for loss. The banker 
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does not usually advance money up to the full value of 
the security. He usually maintains a margin to safeguard 
against any possible depreciation in the value of the security 
accepted as a collateral ; (d) simple and safe title. A 
customer's title to the security should not only be simple 
but also secure against loss by theft or fraud. This is 
necessary so that the banker’s title to the security may be 
perfected, whenever necessary, without any difficulty ; ( e) 

transfer of the title should be cheap and easy, so that the 
banker may obtain complete transfer of the title to himself 
or to his nominee without much trouble or expense ; (/) the 

absence of liability. A banker may hesitate to take a 
security which will involve him in liability to third parties, 
for example, shares on which calls may yet be made. 

How Security is Taken 

There are four main ways in which a banker may acquire 
an interest in the property of a debtor as collateral security, 
by lien, pledge, hypothecation and mortgage. 

Lien .—A banker’s lien has already been explained on page 
288. Lien is an informal security, and differs from the other 
forms of charge in that it is not the subject of a formal 
or express contract. It is essentially an implied charge 
and arises by operation of the law out of the ordinary course 
of dealings between the banker and his customer. 

Pledge —When negotiable instruments and goods, or 
the symbol of goods, such as bills of lading or dock warrants, 
are delivered to a banker as security for a debt, the delivery 
is termed a pledge or a pawn. The delivery may be actual 
or constructive, as when the keys of a godown or the docu¬ 
ments of title to goods are delivered. To constitute a 
pledge, there must be an express or implied contract between 
the borrower and the lender, but the property in the security 
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remains vested in the pledgor. The pledgee—in our case, 
the banker—has a right to retain the goods or securities 
until repayment of the debt, and in case of default, to realize 
them after reasonable notice to the debtor. 

Generally speaking, a pledge is evidenced by a Memo¬ 
randum of Deposit or a Memorandum of Charge, which 
provides particulars of the securities, of the purpose of the 
deposit and of the amount and limit of the advance. It 
also provides usually that the security shall be a continuing 
one. 

Hypothecation .—Hypothecation resembles a pledge in 
many ways, but does not involve the actual passing of the 
control of the property into the possession of the creditor ; 
for example, a debt due by a third party may be hypothe¬ 
cated. It is also used to describe an arrangement by which 
the pledgor may hold the property hypothecated under a 
letter of trust or trust receipt, that is, the pledgor agrees to 
hold the goods hypothecated in trust for sale for the pledgee, 
—in our case, the banker—and to pay the proceeds into 
his account. 

Mortgage .—A mortgage is a conveyance of an interest 
in property for the purpose of securing a debt, but the 
term is usually reserved for a conveyance of an interest in 
land or immovable property. A mortgage may be either 
legal or equitable. A legal mortgage is created by deed 
and gives the mortgagee the right of sale in case of default 
on the part of the mortgagor. An equitable mortgage is 
effected by the simple deposit of the deeds of property, 
but the mortgagee can obtain a power of sale only by 
application to court. The Memorandum of Charge taken 
to obtain an equitable mortgage of property, of which the 
deeds are deposited by a customer with the bank as security 
for advances, usually stipulates that the mortgagor will 
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execute a full legal mortgage in favour of the bank if asked 
to do so. The mortgaged property in either case usually 
remains in the possession of the mortgagor, who has the 
power to reclaim the full ownership of the property by 
properly discharging the mortgage. 

Stock Exchange Securities .—The principal forms of 
collateral securities are Stock Exchange securities, goods and 
documents of title to goods, real estate, and life insurance 
policies. Of these, stock exchange securities are * by far 
the most important. They satisfy the conditions which a 
banker considers necessary that a security taken as a 
collateral should possess. The banker will, of course, 
accept such securities as are quoted on the Stock Exchange, 
which have a ready market and which are not speculative in 
character like mining, oil and rubber shares. 

Stock Exchange securities include stock and share certi¬ 
ficates, debentures, bearer bonds and scrip certificates 
issued by companies and corporations, local authorities or 
home or foreign governments. They are generally divi¬ 
sible into two broad categories, (a) fully negotiable or 
convertible securities, and ( b ) non-negotiable or inconvertible 
securities. 

Fully Negotiable Securities .—'Fully negotiable Stock 
Exchange securities are bearer bonds, scrip and share war¬ 
rants to bearer, East India, bonds and bearer debentures. 
If these securities are taken in good faith and for value, 
the holder is entitled to retain them against the true owner, 
even' though the true owner may be a beneficiary under 
a trust and the trustee has fraudulently transferred them to 
the holder. This is the essence of a fully negotiable 
security. 

Fully negotiable securities constitute an ideal cover for 
an advance. They are stable in value and readily market- 
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able. Further, if the customer fails to repay the debt, the 
banker may obtain full legal title to the securities by virtue 
of his general lien, even though they may not be deposited 
with a Memorandum, and whether securities actually belong 
-to the customer or not, provided the banker has no notice 
of any defect in the title of the customer. 

Mere deposit of a fully negotiable security gives the banker 
a complete title, but it is the usual practice to take a 
Memorandum of Deposit showing the purpose of the deposit, 
stating that the security shall be a continuing one*, and 
containing a clause empowering the banker to realize the 
security, in case this should be necessary. The only possible 
danger of taking a fully negotiable security is that it may 
be lost or stolen while in the possession of the banker. 

Non-Negotiable Securities —These securities may further 
be sub-divided into two groups: (a) inscribed stock ; (5) 
registered stocks atid shares. 

Inscribed stocks are so called because the holders of these 
stocks and the amount of their holdings are * inscribed ’, that 
is, recorded, in the books of the particular bank or other 
agent through which all dealings in the stocks are transacted. 
No certificates are issued to the holders of inscribed stock. 
The transfer of an inscribed stock can be effected only if 
the owner personally attends or appoints an agent under 
power of attorney to attend on his behalf the stock transfer 
office of the registering bank or agent. Certain British 
Government stocks are inscribed in the books of the Bank 
of England. Attendance by the owner or by his duly 
empowered agent at the Bank is essential before the title 
can be transferred. The receipt or acknowledgement issued 
to the owner of this kind of stock is valueless as a security. 

It is necessary for the bank to have the stock transferred 
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to itself or to its nominee by an actual transfer in the books 
of the issuing bank or agent in accordance with the proce¬ 
dure detailed above. 

Registered stocks and shares are those which are evidenced 
by certificates given under the seal of the issuing body r 
and a full legal title to property may be transferred by the 
delivery of the certificate accompanied by a transfer in 
writing or under seal. 

Certificates of registered shares, being non-negotiable 
instruments, are more appropriately secured by mortgage . 
than by pledge. Mortgage may either be equitable or legal. 

Legal title is obtained by the execution of the transfer 
of the security to the bank or its nominee, the transfer being, 
accomplished in accordance with the rules of the issuing 
company. These rules are generally laid down in the 
Articles of Association of the company arftf usually provide 
that the transfer shall be in writing (or sometimes under 
seal), executed by transferee and transferor, and that the 
transferee shall not become a holder of the security until his 
name has been entered in the company’s register of share¬ 
holders. Although a certificate of membership is always 
issued to the transferee, its existence is not essential to 
constitute a person a shareholder. A legal transfer of title 
to the banker is, however, not without risk. For one thing, 
the banker renders himself liable as transferee for an indefi¬ 
nite period to indemnify the company against any loss it 
may incur if it should transpire that the transferee’s signa¬ 
ture to the instrument of transfer had been forged. For 
another, he retains a liability in respect of partly paid-up 
shares for any future calls that may be made. 

Equitable title to stocks and shares may be obtained by 
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an y of the following methods: (a) mere deposit of the 
certificates. This procedure is rarely adopted ; ( b) deposit 
of certificates with a Memorandum of Deposit ; or (c) deposit 
of certificates with a Memorandum of Transfer and a duly 
executed blank transfer. 

The Memorandum is taken to safeguard the position of 
the banker. It usually provides that the banker shall have 
an immediate power of sale of the security if the customers 
should make default in payment, that the security shall be a 
continuing one, and that the banker will be able to debit 
the customer for any expenses incurred, for example, for 
payments made on partly paid-up shares in respect of calls 
made upon them. A blank transfer is the usual form of 
transfer required by the issuing body, which is filled in 
except for fhe insertion of the narrte of the transferee, 
and is signed by the customer and witnessed, but is not 
stamped or dated. 

Although from the point of security, j the transfer of legal 
title is the safer procedure, yet in many cases, particularly 
where the advance is required for a short period, the banker 
will accept an equitable mortgage and not subject his 
customer to the trouble, expense and publicity involved in 
legal transfer. Advances to stock-brokers are always 
granted against equitable mortgage effected by deposit of 
securities together with a Memorandum and blank transfer 
forms. 

The banker should take certain precautionary steps in 
case of equitable mortgage. He should, in the first place, 
send a notice to the company of his lien on the stocks or 
shares concerned. Secondly, he should not part with the 
security until the debt has been repaid. Lastly, he must 
observe the utmost good faith throughout the transaction. 
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Advances against Goods and Documents of Title 

to Goods 

Expert opinion on the desirability of granting advances 
by a banker against goods or documents of title to goods is 
conflicting. Sir John Paget opined that these are convenient 
securities for advances under proper safeguards. On the 
contrary, Mr Gilbert and Mr Hutchison expressed the 
opinion that no prudent banker should ordinarily make 
advances upon such securities. The modern view, which 
is borne out by actual experience, is that such securities 
are sound if adequate precautions are taken to safeguard 
the position of the lender. 

The grant of advances against the security of goods calls 
for some amount of specialized knowledge on the part of 
the banker. Apart from the necessity of ensuring the vali¬ 
dity of the documents and dealing with persons of known 
integrity, the banker has to consider carefully the quality, 
value and freedom from deterioration of the goods concerned. 
A banker should not usually accept as security goods which 
are easily perishable or liable to violent fluctuation in prices 
or likely to be affected by vagaries of demand or fashion. 
He must also protect himself against risk of fraud in respect 
particularly of the uniformity of the quality of the goods 
offered as security. 

v 

Advances against goods or produce .— When advances are 
made directly against the security of goods or produce, the 
goods are generally stored either in the bank's or in the 
borrower's godown. This is due to the lack of public ware¬ 
houses in India. If warehouses in sufficient number existed, 
goods could be stored in them and could be offered as 
security by delivering to the banker the warehouse-keeper’s 
warrant duly indorsed by the borrower. This would in 
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effect constitute an advance against the security of docu¬ 
ment of title to goods. In India, if goods are stored in 
the bank s godown, a rent has to be paid to the banker, and 
insurance is also effected at the borrower’s cost. 

Advances against Documents of Title to Goods—In 

making advances against such documents, the banker should 

satisfy himself that they are complete and in order, and 

thrft they are properly stamped, whenever necessary. He 

should also take care to distinguish between documents 

which in themselves give title to specified goods, such as 

bills of lading and dock or warehouse-keeper’s warrants, 

and documents which are mere receipts of acknowledgement 

of deposit of goods in named warehouses, such as warehouse- 
keepers' receipts. 

The principal documents of title to goods are: (a) Bills 

of Lading ; (b) Dock and Warehouse Warrants ; (c) Delivery 
Orders. 

Bills of Lading. —A bill of lading is a document signed 
by the master of a ship, acknowledging the receipt on board 
the ship of certain specified goods for carriage, and em¬ 
bodying an undertaking on behalf of the ship-owners to 
deliver the goods to the consignee or his drder or assigns 
upon payment of the freight or any other charges stipulated 
for. A bill of lading is drawn in sets usually of three or 
four parts. 

A bill of lading is not a negotiable instrument. If it is 
drawn to a named person only, it is known as a straight 
bill of lading and the goods specified must be delivered to 
the person named and to him only. If, however, it is 
drawn to order, the title to the goods may be transferred 
simply by delivery of the bill after proper indorsement by 
the shipper. But the transferee, even if he takes the instru- 
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ment for value and in good faith, cannot acquire or pass a 
better title to the bill than that of his immediate transferor. 

The following precautions should be observed in connex¬ 
ion with the making of advances against the security of 
bills of lading: (a) they should be drawn to order or assigns, 
so that they may be transferred by indorsement and deli¬ 
very ; ( b ) they should be examined to ascertain whether 
they contain clauses necessitating payment of heavy changes 
or which may otherwise operate to the detriment of the 
lender ; (c) while they are conclusive evidence of shipment 
of goods, they afford no evidence of either the quality or 
the value of the goods. The lender may therefore insist 
upon the production of an invoice ; ( d) they should be 
examined to lind out whether they acknowledge that goods 
have been shipped in good order and condition, that is, 
whether they are clean bills or not. If shippers qualify 
their acknowledgement by stating that the goods in certain 
respects are defective, the bill is said to be claused , foul 
or dirty ; ( e ) the goods evidenced in the bills of lading 
should be covered by a marine insurance policy ; (/) all the 
different sets of bills of lading should be deposited with 


the banker. 

Dock and Warehouse Warrants .—Dock and warehouse 
warrants are documents in a variety of forms issued 
by dock companies, warehouse-keepers, or wharfingers 
stating that goods as described therein are registered 
in their books, and are deliverable to persons named 
in the warrants or their assigns by indorsement. The 
transferee of such a warrant obtains a title which will 
be affected by any defect in the title of the transferor inas¬ 
much as these warrants are not negotiable instruments. 
Although a waAant passes the title in the goods concerned, 
it does not operate as a transfer of possession. A banker 
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who takes such a document, should give notice of his claim 
to the holder of goods, so that a new warrant in his name 
may be issued. He will also have the goods insured against 
fire and theft at the borrower’s cost. 

A warehouse-keeper’s certificate or receipt is issued by 
a warehouse-keeper stating that he holds certain goods 
described therein and awaits instructions from the person 
to whom the receipt or certificate is addressed in regard to 
their disposal. The certificate or receipt is not a docu¬ 
ment of title, but a mere acknowledgement, for the owner 
may obtain possession of the goods without its surrender 
by signing and forwarding to the warehoyse-keeper. a 
delivery order. If a banker should advance any money 
against a warehouse-keeper's certificate or receipt, he 
should also obtain a delivery order from the borrower, so 
that he can obtain possession of the goods and have them 
stored in his own name. 

Delivery Order —This is a document addressed by the 
owner of goods to the owner of a dock or warehouse in 
which the goods are stored instructing him to deliver either 
all or some of the goods to a named person or to his 
assigns. Unless the holder of a delivery order at once 
obtains delivery of the goods, or obtains in its place a 
warrant or receipt from the warehouse-keeper, or gets his 
title registered in the warehouse-keeper's books, he runs 
the risk of a second delivery order being acted upon. When 
advancing money against delivery orders, a banker should 
take a letter of lien or hypothecation signed by the customer 
and instruct the warehouse-keeper to store the goods in the 
bank's name. In the event of the owner's bankruptcy 
before the goods are registered in the bank's name, the 
property will vest in the trustee in bankruptcy. 

In India, delivery orders in respect of hessian or gunny 
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bags are a very popular form of security for making advances 
by banks. 

Letter of Hypothecation .—A banker usually obtains a 
document of charge called a letter of hypothecation from 
his customer when granting him an advance against the 
security of a document of title to goods. The letter of 
hypothecation pledges the documents with the banker as 
security, authorizes him to deal with the goods in any 
way he considers necessary, to insure and store them at 
the customer’s expense in his own name, to sell them if 
necessary and to apply the proceeds of sale towards repay¬ 
ment of ar\y advance or payment made by him to the 
pledgor. If the sale proceeds should be insufficient to meet 
his dues, the banker will still have recourse to the customer 
under the letter of hypothecation for any balance due. 

Trust Receipts .—When the banker parts with the goods 
or documents of title to goods before receiving the amount 
due from the customer, he obtains a trust receipt signed 
by the customer. The trust receipt embodies an agreement 
by the customer hypothecating the goods to the banker 
as security for the advance, and undertaking to hold them 
and any proceeds received in respect thereof as a trustee 
for the banker, so long as the entire amount due to the 
banker is not paid off. Should the customer fail to pay 
the sale proceeds to the banker, he would be liable for 
criminal breach of trust. 

Advances against Land and Buildings 

Advances against land and buildings are not popular with 
commercial banks, as they are not readily realizable secu¬ 
rities. Further, various legal formalities that have to be 
observed are another handicap. If, again, there are any 
legal restrictions to the transfer of property, many complica- 
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tions arise for the banker. For all these reasons, and 
particularly because the security is not liquid, a commercial 
bank's advances against such securities are very small. 

A banker avails himself of such securities by way of 
mortgage. In India, even equitable mortgage of property 
by the deposit of title deeds is recognized by law. An 
equitable mortgage is simple and less costly. Further, it 
avoids publicity which the borrower may dislike. But it 
has the disadvantage that the title of an equitable mort¬ 
gagee may be defeated by that of a prior equitable or a 
subsequent legal mortgagee. If, however, the banker does 
not part with the title deeds and the customer is honest, 
the risk in practice will not be great. 

Advances against Life Policies 

A life policy is sometimes accepted by the banker as a 
security for an advance, although it is not a popular secu¬ 
rity owing to the fact that it is not readily realizable. Pro¬ 
vided, however, certain precautions are taken, it is a good 
security. The banker should satisfy himself that the 
life office concerned is a well-established and successful 
institution, that the polic}' contains no restrictive clauses, 
and that the amount advanced is within its surrender value. 
The surrender value of the policy may be obtained by a 
reference to the company concerned. The banker should 
also take into consideration that most life policies are 
rendered void if the assured commits suicide within twelve 
or thirteen months from the date of issue of the policy. He 
must also see that the policy does not lapse by non¬ 
payment of premiums. Further, as a contract of life 
. insurance is one of uberrimae fidei, that is, of the utmost 
good faith, it may be rendered void if there has been any 
supression of material facts by the assured concerning his 
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life. The Indian Insurance Act of 1938 provides, however, 
that a life policy should not be disputed after it has been 
in force for two years on the ground of any misrepresenta¬ 
tion even in respect of a material fact, except where the 
misrepresentation is knowingly made by the assured to 
defraud the insurance company. 

A life policy may be taken as security in two ways, 
(a) by mere deposit with a memorandum, in which case 
the banker obtains an equitable mortgage, and '( b ) by a 
deed of assignment to the bank, which gives it a legal 
mortgage. While the first method is simple and cheap, 
it does not give a full legal title to the banker, who may 
also be placed in difficulty if the assured should refuse to 
assign the policy to the banker, when the latter considers it 
necessary. It is desirable therefore that the banker should 
have the policy assigned to him by complying with the 
procedure laid down for registering an assignment with 
the insurance company. In the case of an equitable mort¬ 
gage, the banker should send the requisite notice of 
charge to the insurance company concerned. 
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and indemnity: 338 
determination of: 341 
form of banker’s: 340 
specific & continuing: 339 

H 

Holder for value: 308 
Holder in due course: 308-309 
Hypothecation: 343 
letter of: 352 

I 

Imperial Bank of India 

see under Indian Money Market 
Inflationary gap 
in India: 267 
Indian Money Market 
Exchange Banks: 211 
business of: 211 
classification of: 213 
investments of: 213-214 
Imperial Bank of India 

Amendment Act of 1934 : 2 °7 
and Reserve Bank: 235 
not a true central bank: 203- 
204 

upto 1934 : 205-207 
weekly statement of: 209 
Joint-Stock Banks: 215 
assets of: 223-226 
'big-five': 221 
concentration of resources 
of: 220 

growth of: 217-219 
liabilities of: 222-223 
scheduled and 

non-scheduled: 219-220 

Reserve Bank of India: 191 
and ability to control 
; credit: 231-235 

and agricultural 
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finance: 250-253 

and bazaar market: 236 
and Imperial Bank : 235 

and indigenous banker: 228-9 
and methods of credit 
control: 237-240 

and statutory deposit: 19b 
agreement with Imperial 
Bank: 19b 
Agricultural Credit 
department: 193 
Banking Department 
of : 200-202 

central banking function 
of: 191-192 

Issue Department of: 198-199 
management of: i 93 _l 95 

organization of: 192 
weekly statement of: 197 
Indigenous banker: 22c 

and Reserve Bank: 22.8-229 

Indorsement: 
blank: 319 
conditional: 320 

definition of: 318 
effect of: 318 
general principles 

governing: 321-322 

restrictive: 319 
some specimens of: 323 
special: 319 j 

Industrial Banking: 11 
International Financial Centre 
Berlin as an: 1.87-188 
London as an: 133-131 
Paris as an: i 69 - t 7 (> 

New York as an: 139-150 
Investment Banking: 11 

Investment Policy 
elements in : 30-52 


Joint-Stock Banks 

See under respective countries 

L 

Land-mortgage banking: 254 
Lien: 342 

banker's: 288 


Limitation Act: 284 
Liquidity 

meaning of: 31-32 
Liquidating institutions: 87 
Loans and Advances: 44 
Loans create deposits: 6 

M 

Media of payment: 3 
Metropolitan Clearing House 
procedure of clearing of: 97 

Mixed banking: 11 
regulation of: 84 

Money 

and banking: 4 
at call and short notice: 40 

functions of: 3 
Money had and received: 334 

Moneylenders: 243 

regulation of: 245 

Money market 

composition of: 100-ior 
definition of: 99 
nature of: 100 
organization of: 104-106 
requisites of: 102-103 

services of: 106-107 
Moral suasion: 72 
Mortgage: 343 

N 

Not-negotiable crossing: 317 
Note-Issue 

in France: 154-155 
in Germany: I 73 _I 75 
In Great Britain: 113-nS 
in India: TQ 9 
in U. S. A.: 139-141 

O 

Over-banking 

restriction on: 86 
Open-market operations: 71-72 

P 

Pass Book: 292-293 

Paying Banker 
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chief risks of: 326-327 
statutory protection 
ot : 327-330 

Payment in due course: 32S 
Pioneer Clearing: 9S 
Pledge: 342 

Promissory note: 303 

and bill of exchange: *o < 
Publicity: 74 

R 

Reserve Bank of India 
see under Indian Money 
market 

Rule in Clayton’s case: 285 

S • 

Savings banking: 13 
Security 

collateral: 49 

personal: 48 

Set-off 

banker’s right of: 286-288 
Special crossing: 315 
Stock-Exchange securities 
fully negotiable: 344 
inscribed stock: 345 
non-negotiable: 345 

registered stocks and 
shares: 346 

Supervising authority 
types of: 88 

Surplus 

regulation re.: 83-S4 

T 

Trust Receipt: 352 


U 

Unit-banking 

compared with branch 
banking: 54-58 

Unorganized Money Market 
and central banking 
control: 78-Si 

U. S. A. 

Accepting institutions: 142 
Bill Dealers: 143 
Commercial Banks: 141 
Federal Reserve Banks 
See under Federal Reserve 
Banks 

Federal Reserve 
system: 137-138 

Investment Banks: 142 
Note-Issue: 139-141 

\V 

Walks Clearing: 98 
War and 

Banking Develop¬ 
ment: 270-273 
Central Government 
Finances: 257-258 

Exchange Control: 269-270 

Long-term Money 
Market: 277 

Money and Prices: 259-269 

Short-term Money 
Market: 276 

Sterling Balances: 273-276 
Supply of currency and 
coins: 258-259 
Warehouse Keeper's 
certificate: 351 

warrant: 350 


